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PREFACE 


TnnrmTgTrrmTmTvm"BTyrrnrmTyy^^ 


Ti«,s lK.)ok coinbiiu's tt*xt and cas<? niateriaK for nsr in vi>\xrse% wliich 
aj>ply t‘tx)noinir analysis to tlie solution of hiisiness prohlrins. These 
courses appear in university catalogues under a variety (rf naines^ 
such as ‘'Business Economit^s/* "*£€01100111" Analv'si.s/‘ “Price Policies^ 
*"l.conoin»c;s of Enleqirisc,' etc. They are offered Iwilh by schools of 
business administration uikI by departments of economies. For the 
most part, tlu*y are junior, senior, or first-year graduate c<iurses, and 
fulhm the principles course in mmomics. (Commonly, students in 
these ((Mirses have had some training in accounting. finaiu"e, and 
marke ting, iuit a background of these subjects is not nccc'ssary to an 
understanding of the" present volume. 

The* point of view taken bv ^li.s IwHik is that of the executive re- 
sjKinsihle for guiding tlie husim/^jAFuterprise. 1 'he authors* piirfxxse is 
to use techniques of c*eouoiTiic unanc^Jo soK'e—01 at least to throw’ 
stMiie light on—problems of businessViyagc^nunit. Tliesc? problems 
art* of two sorts: those which can be c^allnci internal lw*cause man)’ 
factors in the situation are within the control of the business cxiin- 
pan\, and those which are extenuU, ins olving conditions wliich busi- 
iHcss inanagtmient cannot cniitrol liut to which it must ruljust. Aftc^r 
a prtdiniinarv swtion. Part I, on the nature and innctioii of profits, 
the authors ctnisider the interrw/economics of the firm in Parts II-V, 
which discuss the analysis of demand, msi anabsis. prit'tr jxdioies, 
and nonprictj c*oinjxitition. Parts Vl-N’IlI, devoted to the external 
et'onomic^, deal with the adjustment of the Finn to busines.s fluctua- 
tious, lalwir conditions, and government regulati()ri- 

Hie problem facrnl by tlw* authors in writing this Ixiok aroM* 
chiefl) from the fact that the IkkIv <rf economic thcMiry and fact is 
very large and very complex, A caMrtKMrik must ne<tf.ssarily W limited 
Ixith as to the nunil:>cr of business siimttions cmerixl and as to the 
variety and technk^iility of the economic issues treated. Vet, by the 
nature of the undertaking, it must Ik* handled at the mature level 
of the busimrss conference, Tlie authors ha\'e tried to meet this proh- 
letn by ( 1 ) avoiding or simplifying the technical language of pro- 
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fessiaikal «xoTjmni 5 ts aiul ( 2 ) by selecrting typical situations and cco* 

nomic is5iues. 

llus pnijcct ori]i;inat(rd in the nt*<*d for fresh case materials in the 
business tX'orKnnic.s course which was jointly condncttrd by the au¬ 
thors at Northwestern University. When the work w'as partially com¬ 
pleted, one of tlic authors acc<irpted an appoit»tmcnt at The Johns 
Hopkins University. Although the plan (;f the b(K>k and some of the 
cases had In^en crmipleted by that time, geographic separation tliere- 
after necessitated more or less iiulepc^ndetit work on the several parts 
of the manuscript. As a result. Parts II-V* f>fi intenial ecT>norMic.s of 
the firm, are chiefly the w*ork rjf Mr Alt; while? Pari I. on profits, 
and Paris VT-VUI, on the external <f‘onoinic probh^rns of manage- 
nir'iit. are attributable largely to Mr. Bradford. 

An undertaking (»f tliis scope necc\ssarilv owes tnuch to the wmk 
of others. W'e ar<‘ grateful to Dean Kmcritus lh>in<T H \'an<h'ri)lne 
of Northwestern University, a pioiu'er in the heh! of business een- 
iimnir'S, for his encouragenreiif li> write a caselkMik on this subjei l. 
and for |iennis,sion to riuote materials from his articles in the JInr- 
mnl Husint sft Hrt h ii on pricing policir s in the antomohih* industi v. 
We are als<» iiideirted to Dean Arthur H Tehbiitt ♦»! Nf»rthwest<Mii 
University h»r inlrorhu ing us to tin* (Mse metlnKl and for encourag¬ 
ing us to writ*' this IvK'k Tlie c as»*lKK>k ol Professors Malcolm P. 
McNair and liir hard S. Meriunu /VoWerm in Rrcviufw /aaniorfiif v, 
w as uscmI for several years in our course's ami served as a usr^ful imxlel 
for the present work. Part l\\ IVicing and Price Pol^ei<^s, owes much 
to the methods of auaiysis originated In Dean Kdvvard S Mason of 
Harvard University, and we are also imlel)t«‘d to Dean Mason for 
permission to liis address to the ( haniber id ('ommerce of the 

I'uitt'd States of Amerivra No single sourer' has bt*cn more helpful 
than Pnilessor jm-l DtMU of ('ohimbia Univeisity, uj>on whose origi¬ 
nal contrihulions in the field of cost analysis uml pric<» jrohev wc hav"<‘ 
frecK ilrawn Mans trtlier cxdUMgiies in academic life have given 
valuable as.si.staticc m rr'v iewiiig anti tTittci/ing cases and text and in 
IKTinilting us to nuote from their publislu'd works. We w ish to thank 
tine following: Professors Ntnl H. liorden, Ji*hn T. Dunlop, and john 
lantm r and Drs. Predeiiek W (itll and ('.iUn'rt 1 ., Bates of Harv ard 
University; Professtir Aitbut H Bums of Columbia Univeriiity; Pro- 
fesMU Sidney Dav idson and l>fMn Udw ard R. Hawkins of The Johns 
Ho]>kth$ Uuiversttv; Prtdessor Ralph (^ Kpsteiu of the University of 
Buffalo; Pndessoi Har\t*y W. Huegy t>f the University of Illinois; 
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ProfosMir Allw^rt L, Mevers of CcHirgetown Uitiversitj*; Professor 
John Pt-rr\ Miller of Yale Unhersitv; l^ofessor U. H. Montgomery of 
the University of Texas; IVofessor Charles A. Myers of the Massa¬ 
chusetts Institute of Technology; Prtrfessor Henry Olis er of the Uni- 
\'ersi<y of liuliuna; Professors ('anoll R. Diiughertw Dascotnh R. 
Forbiish, and lU W. Torgerson of Northwesteni l^iisersitv: and 
Professor Clair \Vila)x t)f Swarthmore Colleger 
Our students have sery htdpfuK ?iot only' as a laboratory' 

group for testing cases but as individual critics. \\'e are also indebted 
tu our students for thi^ contribution of original case rnateriaLs, par- 
ticularlv to Mc\ssrs. William James Fit/gerald, Allen C. Mayer, and 
Haves V\'atkins, our former students at Northwestern Ibiiversily. 

Most of the case materials in this Inxik c ame from business com¬ 
panies, and some werr- d<*ri\ed from govt nnnent sources. We wish 
to ackii(nvle<ige the generous t‘r)ntribntion of time and thought from 
th(‘ following iiidividuals and companies: Messrs. Ralph I!. Rudd 
and 1 *. J. Menardi of the Cdiieagt) Transit Authoritv; U’allacH* A. (ax)k 
tif Standard Brands; H. fv S. Dek hleruf AimTican . 4 irlhH*s, William j. 
Dixon of die Baltinuire and Ohio Railroad Company; j. F, Fit/^im- 
mofis of the Allis-Chalmers Manufacturing ( amipanv, Robert Fieed- 
maii of the Wllovv (ail) Company (Baltimore); John S. (Gallagher, 
jr , and Ibouv F. McCarthy of the New \ork. New Haven, and Hart¬ 
ford Bailrouil; S. I.. Homer of the General Mf»tois Ca>r|K)ration; 
Walter S. Keim, Fgil Krogh uiul Uawrence H. Si/er of Marshall Firdd 
and (aanpany; Charles F. Lambert of the Tanis Onnpaiiv; Saul 
Nelson; D, A. Pat'kard of the' Nasli-Kedv inator Corporation; Louis 
J. P;iradiso; 1 Alvin Pusare'vv of tlie Maryland Slate Planning (ami- 
missitni; James U. Refill; and Albert K. Smyse r, Jr., of (he (de'iin L. 
Martin (anripanv. \N'e wish also to acknowKnlge the- privilege- of 
insjKVting the* rt'coids of seve*ral small busiiu'ss finns whose «‘xecU' 
lives, for their own reasons, wish ti) remain anonymous. 

We w ish also to thank the following c^opy right fiw’iiers for pennis- 
sion to (juote pul)lislie<l works: The Brof)kings Institution: flarjK*i 
and Brothers; the Harvard BmincKS Review; the IVesiderit and 
Fellows of Harvard University; Richard D. Irw-in. Iiic.; the Jtmnuil 
of Air Law and (Umnuerce: the Journal of Marketing; thif Mc(iraw- 
Hill IkKik Conipanv, Inc.. W. \\\ Norton and (xiinpany. the National 
As.s<.xiation of ('ost Accountants, the National Bureau of Economic 
Rcs<*areh, Inc ; Prenli<.x*-IlaU, Inc.; the University of Oncagt); and 
the Wall Street jaumai 
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Progn*ss (rf this work has been speeded by the generous permis¬ 
sion of Dean Omald K. David of the Harvard Ciraduatc School of 
Business Administration to obst'rve classes and to use the facilities 
irf tlic school. Wc are espcfcially obliged to Dr. Dmtald T. C!Iark, As¬ 
sociate l.ibrurian of the School, for his la^lp <jver an <‘*teiid«*d jjeriod. 
We wish also to thaiik our loyal a.s.sis(ant.s, Mis.s Sue Eager, Mr. 
|iilian Ler.' Clelwii-sscr, Mrs. llolK'rt Clwrkner. ajid Mrs. Everett 
ThorjH*. for their help in preparing the manuscript. 

Biciiaiu) M. Aj.t 
WILI.I. 4 M C. Biur)»*oim 

.Miuih. lA-Sl 
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Part I 


Tnrrrrmrorrrinrrrirryyrrrmrr ^ T^ 

PROFIT 


In A FUfa^-KNiTnrmsK sfKifty the prosjuni of profit is the prime 
motivating force of the hnsinessman. Within the legal and institu¬ 
tional framework of sixirtv' he attempts to (il>tain as large a profit 
as |>f jssihle from his husiness opt^rations It is the prospect of inaking 
a profit in the fntur<* which taiises the hiisinessinan to make deci¬ 
sions toclav eoiKX‘nniig (lie use of the factors of production- ITie 
prt)(it motive is ijot, however, the sole motivating force of all busi¬ 
nessmen, stun' the ccuKhict of anv partkailar firm is greallv influ¬ 
enced bv tlie |M‘rs(njialiti(‘s r)f those who manage it. Manv men are 
swayed by rioner<Mi(iiiiic factors, such as prestige, j^ovver, social 
approval stK’ial obligation, indepemhotce, and fear of government 
intervcMition. ()(< iisionally one hc^ars of a businessman who treats 
business as a gana* and plays it just to prov e that he is im able player. 
Where such motive's dominate the huidtT or leade^rs of a firm, its 
ec;<iriomic conduct inav not always lx* goserned so as to niaxirni/e 
the profits of the firm. In manv instances, however, the* maximization 
of profit is a corollarv of these* n<m(X'onf)mic mf>tives, as in the C‘ase 
of power or prestige. If ( ithe r is mea.sured by the- amount of waxiHh 
llur indiv idual (m* a firm possesses, an aftemjpt to make large profits 
is a means of increasing wealth. 

Kverv ne*v^'lv organized finn hojx-s to ol)tain receipts which will 
more tfian co\ ct all e*xpensc*s. I'A txi an existing finn has such ho|H?s 
vshen it places a new' proeluct exi the market or offers an improve¬ 
ment on an old one. Not all such ve-ntnrt^s, however, are succes.sful. 
Exhibit 1 shows the numfM^r of busine.ss failur<^,s, together wdth the 
liabilities involved in these failures for the fXTirKl 1929-47. WT-ifle 
this table indicates that the nunilKrr of faihin^s tends to rise and fall 
with the swings of the c\ek\ it also jxiints out that even in pc*riods 
of pros|>eTity, such as 1929 and 1941, there are business failures, 
llie firms which failed wx^rc* of cours<% not profitable. Exhibit 2 
shows the numIxT of basiness failure.^ by industrial groups and size 

* Fw A detailed dmmwion (4 tht**** irwrtive# mst Clafe E. Otfftn, EnterffrUte in c 
Frtc Sof'irty Kkiwd l>. Iik:,, 1949), «hap- 
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(if liaffililirs lor tlu’ \(Mr pf UM7. a \i\\r (if prospiM'itv which was 
(hi(' ciinsKhTalily to an ('Dorinmis hackinii of (icmaiul for liolh in- 
(histnal ami (v;oo(1n Soiioii.> shortages twisted in niiinv linos 
in that your. Iholon^od inalnlits to sujiplv t urronl (h^inaiul not onlv 
(litninishos profile iitil inav alsti t'auso losses. VV liilo the* faihiros arc 
rno.st frocjiiorit in small concents, it is \vorth\' of note that in the 
mainifaotnnni; p'oiip twenty finns with lialiilitios of more than one 
intUion dollars failed in tins yar. The reasons for the faihires arv 
not giv#*n. h should also Ih' piinted out that tliis talile dixw not 
include faihues of new MMitnres In (vxisting firms who were able 
to absorb the loss insoKed lH*eau.se of financial jxjsition or profits on 
other items. 

K^hibit ■> show s the profits of all private t'or[H)rations, after taxes, 
for the jX'TiiKl I'his table focuses attention upon the in- 
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m-asinp effect of tuxrs upon hnsinoss pnifits. From th<‘ standpoint 
both of investinrni on thr part of tfir <'oinmf>n stockhold<»r and of 
rctaimnl warnings In the firm for leiinfstnu’nt in the* l>u.siness. the 
statement of profits aftrr taxrs is important. Tliis exhibit shows the 
increasing projK>rtion of tax payrm?i»ts out of profits. For the p*riiKl 
1941-45 it is interesting to note that profits after taxes sfiow a smaller 
increase than do profits Iwfore taxes except for the years 1944 and 
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UMrj. v\lHni tbiT'f \s an aliMilutr (UtIum*. In the fonnn \eai, prolit\ 
Iwfort* taxes (letlineil while pmfits after taxes eontinned to ir»crease 
slfijhtlv. In the latter \rar. profits hidon^ and after taxes ile- 
etined, hut the decline in gross was grt atcT than in net. This reflects 
the payment of the exa^ss profits taxes during th«‘ pencxf of the war. 
The years l^)*!? and UM8 reflect increased earnings as a resnlt of re- 
t'Oin eistoii to cisiliiin pr(Khietinn and al.si» the alxditton of the excrss 
profits taxes. Another item of interest »s the relative stahility of 
tiivkhnnl payments fn»m through 19-15. As profits increastid, 
i't»r|x>rations retained larger absolute amounts of profits for working 
capital and expansion. 

Exhibit 4 sliows profits for corjxirations in selected industries. 
Again llio effects of taxation are shown during the period 1941 
through 1945, Of partiiular interest is tlie shrinkage in profits in 
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“OtluT Diirablf CfiKKls.” Tliis piol»a!>lv irflrct.s iIk* cfTfct of r**- 
chiction af civilian pi'mluction during tlic war, Since this pcri<«l. 

one rrf relative prosjKrity, profits tended to sliow' stabil¬ 
ity or growth. TImtc* is again the V)idge in profits of all industries for 
the years 19-46 and 1947. One of M^vcTal indirstries w'hich .stands out 
with remarkable iiicrea.se in profits is “Industrial CChemicals.*' This 
perhaps refiects the increased use of plastit:s and other cheniical prf>d- 
ikHs developtxl during tlie w’ar and eoiivertcxl to civilian use in the 
p>stwar ix'Tifxl. Tht-rc is also a definite upw^ird trend throughout 
the |>eT!(xl in the profits of the service industries. While profits may 
tend to move in the same* direction for almost all industries, this 
exhibit indicates that they do not move at the same rate. 




6 BUSINESS ECONOMICS 

If the hminesKTnan h to avoid failure, it is essential that he be 
familiar not only with the factors which his profit but also 

with the nature and nieanin)^ of profit itsf*lf. Some of the factors 
affectiii}( profits are within tlie control of the finn while others are 
external to the business and Iwyorid the control of inanagcnient. In 
lK)lh cases the businrssman must, first. Ix^ aide to recognize these 
factors and. second, attempt to bring al>oul the pro|x*r adjustments 
within his finn so as to maximi/e his profit, Whetlurr lie will make 
adjustiiK^nts to m(*et every event whicli alfeets his profits deptMids 
U[Km a nuinlier of fat tors If he is attempting to niaximi/e short nm 
prfjfits, he will probably make more freipient adjustments. On the 
other hand, some of the opportunities frjr short-run profits may liax e 
to be fort'gone in older to obtain the largest possible long-run profits 
w'here llu' two are not in haririfniv with each other. lAen if he 
desires to maximi/e his short-run profits, the complexity of his hnsi 
ness organi/ati<m ma\ not [>ermit it. Especiallv is this the case w hen 
much time is eonsumed in ifniimunication among tlie various divi 
sinus and iie[>urtments ol his fiiiic 

ru! Ml AS ISC Oh vnoitr 

In addition to llu' problem of deciding whether a Cf‘rtiiin mo\(* 
is proritabli\ th<* businessman is interested in know ing w hether the 
results of his total op«*ratio!is are also profitable. Tlie coiK'(‘j)t of 
profit is (’louden! with a varietv of meaniTigs In gf^iu'ial. it is thought 
of as the difference bi'tween iiieonu' and (‘xjxoi.m*, Imweser tlx'se 
two ti’nns may be defined. It is no secre*l that mans corporations 
mak(' up more than one profit and loss slati’inenl for a particular 
accounting jM^riod. rsually the .statement pnnided for income tax 
pur|K)ses shows a profit figure difh retit fu)ni that m the Te|M)rt to 
stfKjkholders How, one may wadi ask. can a firm ha\e more than 
one profit figure for a guen jXTurdy The diffei I'licst' arise s primarilv 
iH’Cituse of a difference as to the cxMuposition of exists for the [KMir)d 
under eonskh^ratioii. 

The Definiihn of income 

*rhc determination of rewenue is probably less diflicxilt and con¬ 
troversial than that of cost. In the majoritv of business opinatioiis, 
revenues are reccdvexl at frtxpient intervals and iisiialK an 

interxiil of h'ss duration than the acxtnmting p<*ritxl Ordinarily 
rmdpts are ullcxated in their entirety to the a<txninting pc'riod in 
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which they are received. Exct?ptian,s iiccur» however, as in the case 
<rf the rwc-ipt of interest paynwnits which cover more than one acs 
ccmnting pc?rio<i or when paMiients are made in a series of lump 
sums to cover servicrs t^xtending o\*er rnuny months, Tht^ (Mmstnic^ 
tion (jf extremely large inercbarit and battleships would l>e an il¬ 
lustration. PaxiTient might he made in fiill upon ch*liver\, while the 
amstnu tion time covit<h1 two or more accomiting jxTicxls, In this 
ease there w'ould bo no revenue in the first accounting |>en*xl but 
cxuisiderable outlay, and the reands would show a loss, In the 
sec’cnid |>eriod their would be e\tremel\‘ large’ profits, Tbeiefore, 
some Ilf the r<‘t(‘ipts exjxx ted at delivery would be allwated to the 
first accounting jM'iitxl (.hi soine arbitrarv basis. The precise amount 
of revenue is known onlv williin the existing framework of account¬ 
ing pra<tic<*s and crignu»ering knowledge. As opinions within this 
frarnfwvoik \ar\\ so would the* rexemie allocated to tht^ first jKTiod. 

The Peftnition oi Cnstft 

Once tht' Inlal revcinu* has breii d(‘teimim‘d. the amrmnt of profit 
depends upon liu' definition of tlie costs which are siihtrac ted. To 
this esti’iit. tli(‘refore, profits are d<*tennined by defining C'osts. Some 
costs are more stilHnissixe to definition than cafiers: fo? example*, 
sncli costs as labor and materials are more’ or l«\ss clearlv defined 
from tlie accounting \ iewpoint Dilficailtv arises chie(l\ in tlu* allcH’a- 
tion of acc rued and deferred costs: of de prec iation. obsole.sct*nee, 
dexcdopmc’ut. and reseaich costs; and c»f others xxhir h (wtrrid oxct 
more than one accounting pe riod. 

The amount which remains after all costs haxf' lM*en accounted 
for is what the busim*ssman calls his profit for the jmtkkI Every' 
item of revtHine and cost has lM*f*n acconntc'd for in the rrcdrds of 
the linsiness^ and the* differeiuc’ bc-tween rexennes and costs, ax 
dc’finc'd, c'onstitutes bnsiiu'ss profit. This prcdil lignrr*, howc'vcr, ne#‘ds 
further analvsis. since it if'siilts from scwc-ral causes. It includes the 
ordinary marku|i from Iuimjk'Ss operations, inventorv revaluation, 
mono|X>I\ elements, if anv, and po.ssildv tiie c^ffcTts of cyclical varia¬ 
tions Tlie bnsinc’.ssman is interested in the* constituent elements of 
his profit figure. The nature and source of business profits have an 
effect upon such ma!tc*rs as priev |X)hcv, lexel of production, divi¬ 
dend [Milicv. and many others. In the case* of a c*<irjxuatioTi, dividend 
{>ohcv may Ih' afftxted b\’ the fact that large profits of a temporary 
nature, if paid out, might affect the rnarkc^t price of the slock and 
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drive it up to a j)rice which could not Ik* maintained. On the other 
iiaiicl. siic4i a price rise might lie desirabh* for the piiqxise of further 
financing. Pn^fits which ariiwt* as a rejsult of monopoly elements might 
Ik* the cauja* of a revision of price jK>li< y so as to increase future 
profits, whether they Ik‘ of a sliort- or long-run nature. 

Another view of this profit figure would Ik* taken liy the eoon- 
omist, and this \iew is not without value to tfie businessman. The 
ec'onofiii.st would dfdim» ‘‘cost** in a manner diff<‘rent from that of 
the hu.siiiessinan or the accountant. Not all the etists calculated by 
the wuioinist ap|K;*ur in the acc-ounting records: for example, many 
firms own priijKTtv whic^h is used in the business Ordinarily, llie 
mst of maintaining this property is charged as business (*xpcns(% 
but the economist would add anolbei item ol cost to this projicrtv. 
He w*Hild detenniiH?. probably by estimate, what rental could lx* 
obtained for this pniperty in the use for whu h it is best, or ne.xt 
lH*st. suited, This amount less the cost <»f maintenance would !k* 
sulitraeted from the husiness profits as computed bv tin* acc^ountant. 
Thi.s "c‘o.st wlik h has Ixrn dt*<hicted is known as the ‘'opportiinilv 
tsisl’ of using tlx* propialv in tht* present business. It is tlx* iii(‘orne 
the firm giv(‘s up when it clnxises to use it in its own business rather 
than hire* it out to others for a rental The subtraction of this “op¬ 
portunity* or “im|)utetr' cost from the business profits as computed 
by tlx* uccomitanl does not mean that the net return to the finn 
is rtHliiced but rather that (he amount shown as business profits Is 
TMk entirelv profits but contains soim* elements of a n'utal return 
for the use of property. 'Hie ectuioimsi Nvould do tbe same in the 
case <if capital funds invested in the busiiu'ss. 11 these funds arc? 
owned b\ the linn, tlx' economist would again impute an interi*vt 
cost to tlxmi and deduct this amount from tlu' business profits fig¬ 
ures. Eoi all factor^ owned by tbe firm to which a return can lx* 
imputtHl. tbe economist would make an appropriate dedne tion from 
bu.sim*ss profits The remainder would In* smaller than the business 
profits as couipitte<l by the accountant. This reinanidor is what is 
known as 'ettvnoinic * or puie’’ profit. Profit as v*omputed by the 
accNXintaiit or businessman may contain elements of remuneration 
to the factors of jiroduction as well as eamomic profit, It is possible 
for a firm to slu>vv a business profit but an economic loss. Tire 
distinction iH^tweim tlie two c'oiu'epts of profit brrcximc's important 
wdien, for example, one cxinvklers the altemalive oppirtunities for 
his time, talents, and capital relative to their present use. 
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Noncaniracttuii Naiwe of Profiu 

A busiijc&s firm, wliHher newK organized or already in exijttemje, 
makes use of land and buildings, hires labor of \anous degrees of 
skill and maintains a fund of lk)iitd capital (rnone) ) in order to 
conduct its opt^ratifMis. Factors of production are lirought together 
in some disciplined inaniu^r for the pur{>ost‘ of poKlucing a arm*' 
MKKlitv or serx'ice. But these factors tin not of thetnscKes voliintarilv 
joiij togc^thei. They must l>e organi/.<'<l into an efficient j)nLKluctive 
unit by an indi\ idual or group of indiv iduals whose [>t*rsjx*cttvf' of 
tlic results iiu hide^i their expectations of su<‘Ctvss. Contracts are 
<*nteretl into with tneners of capital gocnls and ttKuu^y for their us<\ 
witli labor for its services, and with other (inns for a supply of 
materials All thes»^ persons are assured of an ineonu* of a contractual 
natiirf*. \Vl*at of (he iiuliv idual or group which assumes the respon- 
sibilits for pav ment under th< se contiatls? Oiflinarilv, he will be 
cornp<‘nsat<'d In llie profits. If there are no profits, the individuals 
who <»rgani/<’il tlie bnsiru*ss will not be coinpf'ttsaled If there are 
losst's tlu^se indiv i<hials, unless protected bv leg.il liinitalions of 
liabilif v. must na-ct iht* eontracts by pavnu^nts fnmt their own fnnd«. 
Th<^ nature of the iiicoiiK' of tin se individuals, thert lore, is different 
from tfu)Si‘ who rf ceivi- an incorm* fixed by agretmient, in that it is 
noncontiactTud. 

In a dvnamic w'orld one would be inelincxl t<i presiune that 
an iiK'ome of a noncMtitracfnal nature would Ik* snbj*K*t to wide 
fluctuation from one jXikMl to anotluT. Kxiiibit 5 tends to sup* 
port such a belief. This exhibit sl>ow.v the |H*rci*iitag«^ of the na¬ 
tional income paid out t(» the various factt»rs of |)r(Khu'tkm. It will 
1 k’ noted that tlx* jXTctujtage distribut(*d as ])rofit .sliow.s a much 
greater degree of instability than do the other .shares. I'his non¬ 
contractual inconu* is not definilelv aissignal>le to a factor of prcxluc- 
tion in the same manner as are wages to lal>or and interest to capital 
but iiiurt s to the rmncTs of the business, Ix'cause for the |X7rkKl 
covered no factor has a legal t.laim upon it. 

The fac’t that profits are not as.signable to a factor bv contract 
raises the question as to what spc*cific service the entrepreneur per¬ 
forms in exchange for profit. Is it a compensation for risk fxraring, 
for skill of management, or for other reasons? Tlx? answer to this 
question dcixxicLs, in the first place, upon wbetfujr we arc* talking 
afx^ut the economist's concept of profit or the accountant s measure- 
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nunit of it. TIh'M' iiiatters witi* iIiscusmhI aU^vt- In tlit* si*coikI platr, 
tin* uii.swrr U> iIm* cjurstion cIopiMids on what we takt* to he the fuiicla- 
mental causes ciI profit. 

The Husine^rntmanM Iniere9t in the \ature of Profit 

Tfiorc' are se\eral reastin,s \vh\ a husinessin.in shoiilii Ih* concerned 
with the causi’s and comepts ol profit lie in.iv wish to know 
whether the iinestincnt in a paiticiilar hnsniess is more or less 
profitahle tluin in anotlii'i* oi whether his talents as an <‘nlrt'preneuT 
mav Ih.’ lH»tter emplovt'd elsewlicri'. The ilistinction In'tween husi» 
ness profits and e<*oiiomic profits will aid him in n\iching a decision. 

Another reason for awareness of the distinction is in order to s<*pa- 
rate pnTits from remuneration of the fai’tors «»f priKluetion. This is 
important when tonliacts with the factors must be renegotiated. 
After allow iinces ha\e In’en made for payment of all fact^^rs. fwrth 
on a c*onliact and on an imputed basis, it a biilance remains as 
eeoiioiinc profits, the factors under eonlrael may f<*f*l that some of 
tins surplus should acenie to them, but they are unable to make; 
any claims ay^ainst it until their ctmfracts expire, \Mien this hap- 
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]:>cns, the presence of a snrplns from past o{)erations plus expc^cta* 
tions of a surplus fronn future ojxrratious raises the pro!>lem of how 
this surplus is to lx* tlividf*d among the factors used in thf* business. 
Attempts to this problem intnwiiice the tjuestion <^f th«* origin 
of the surplus. IXws it arise IxM-ause of the ust* ol a factor with a 
particular skill nr eleiueut of nioiiii|K)lv, because t>f conditions' of 
opTiition witIuM the fiun, r)r (rcnn circurnstance's hevoml the (con¬ 
trol of the i‘ntreprc‘Tieur as \v»»!l as <»f tin* (actors emploved? The 
establishment of tlu' origin of this tx-oiumiic surplus alh^cts the 
bargaining |)o\ver of a factor in its (laims for iiui>r|K)ratiiig a shan* 
of this suq)his into a new contract. 

IN'ihapv the niost important reason foi Ixung aware of tlu* origin 
of econnmn surplus tf» pnUect .ind improve the net earnings 
of tl»e business A fiiin, for example. nia\ be renting a dunce 
huation in uhicb to carrv on its activiti(^s II the cMitrepreneur 
is convincetl tfiat the huation is responsible for the high vob 
lime ol sah-s uhieli nvsultv in substantial n(*l earnings, ht‘ rnav 
attempt to ac^juiK^ ownciship of the propertv so that his future 
e;uniiigs will nr»t be |eopaidi/ed either !»\ having to pa\ a higher 
rental at tlu‘ tinu* of signing a new l<*as<‘ eontracl or by failure to 
renew at all. If lu* is unable to act|uiia‘ ownership. h(‘ may. de- 
[>ending upon his <'\p<’ctations of the futiiie, attempt to s<*cnre a 
long term leas<‘ at current rraital. Hiis would insure that any in- 
crenu'Tit in his Inisiness profits would inure to him rather than to 
another indixidual tu firm To the extent that tlie current rental 
exceeds maintenanee costs of the projx-rtv, (lu^ business profits of 
tlie finn woul<l be mcif’asc'd l)\ a(,‘<jiiisition of ownership. Another 
case is that of a linit which rnav increase its f)iisine.ss piofits bv either 
hori/oiital or sertical integration. A coinpf'ting firm may have an 
excellent distribution system l>ut some weaknesM'S in production. 
The first firm rna\ have just the opposite situation. If the first firm 
attribnles the high earuings of the coniju'titoi to its su[X‘rior market¬ 
ing and distribution facilities, a merger nr an acrpiisition rnav Im* 
desirable which would iiuMirpiiate the complementary skills of the 
two firms and thus result in higher profits for luUh firms. Hus would 
be* a horizontal intc^gration. By such an integration one firm acfjuires 
the facilitu v of another for the purprscr of greater profits. An 
illustration of \ertical integration i.s the ncrpiisitirm by several large 
steel iiM*rs of steed mills in the p*riod following the close of the 
recent w'ar. Several firms, such as tlie Studebaker Motor Company 
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and the Kais«T-Frazer Motor Coqxrnition, purcliased steel process¬ 
ing and fuhricuting nulls. Thc?se purchases were made at a tune 
when steel was in siaut supply, and the supplying firms were pur¬ 
chased in order to insure eontiruious ojxrrations, which are iic?cessary 
to maintain profits in sfich large-scale oj)tTati*>ns. Hus meant that 
rtte r.'Otiipanies had first claim to the prcxluction of the steel mills 
ami would not hav<‘ to aunjx'te with other luiyers of steel if the 
mills remaifietl under iu<lep<*ndenf ownership, 'l la* rise in prices for 
steel would have diininished the profits of the uiitoniobile finns. 
whereas the purchase of the stet^l inills proteetinl them lM>th from 
priee rist's hecauM- of demand conditions and diseontimiitv of sn|>- 
ply. which w'oiild impede snuMith operations and thus adversely 
alfecl profits. Many iif the railroads of the natinn improved tlu/ir 
hing-nm profit p(»sttion during this same period. As a result of 
greatlv inereuse<l opTatit>fts diie to wartime traffit, their profits 
ifUTC'as<'d snhstantialiv. Hatlier than distribute these profits in the 
form f»f di\‘idends to stockboUlers. imicb of it was relaiiwrd and 
applied t<iw'ard tiu* redemption of outstanding mortgage and de- 
Ix'ntiire ImuuIs^ whieh, in t«inc rtMihieed tlie fixed chargf s of the (‘otu- 
panitvs. In other word.s. iHurow’etl capital was rf»place<l bs owned 
cuipital, so that W'ith the same volume <»( Iraffit* tb<’ business profits 
of the railroads were greater. As rail traffic declined in volume aftt*r 
the war, the roads witc able to sbow^ a bett<*r profit statimient Iw- 
cause payments for ij»terest on capital lui longer w ere made outside 
the railroad firm. 

In the resp'c tive illustrations, while it is unlikely that the manage¬ 
ments discussr*i! these prdicies in terms of <'t*onomie and business 
profits, it is apparent (hat the\* w'eie aware (»f the distinction Im*- 
tween the two concepts. By means of prnputy rights they di¬ 
verted payments to factors outside the firm to payments to factors 
w'ithin the firm am.1 increasiHl llieir busiri<*ss profits. These profits 
iiu'huh* irnputi'd payments to these faetors, hut, sintr they are now 
ow'iied bv the finn, it is m>t necessary to make a distinction from the 
accinmting xiew^K)inl. 

riiEORiFS or rRorn 

Although it is tlilficnU. if not ini]x>ssi)de, to t'stahlish preclwU' 
the origin evonomie profits, the businessman i.s, iie\'ertheU*ss, 
foixt^l to reach some conclusion in order to make sound decisions 
alfei^ling his firm. He must decide whether his profits arise from one 
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source or another or a coiukination of sourotss. In the latter he 
is faced with the additional problem of alltxating some weight to 
each of the composite causes. Several tht'ories of the cause of profit 
have iKH'n ad\ancf*d. There will W di.scussed briefly lx‘low the 
theories of risk Ixaring, ct>ni|XMLViti(m for managcmeiil, monojxdy 
profits, windfall profits, and imunation profits. This list i.s by no 
means exhausti\e but repr<?sciits soiiu* of the rri<»re gt'nerally ac- 
ct^pted theories of profit. 

Profit cur CompK^ruaiion for Ri$k Bearing 

rht.s ar^llIne^t is fief|ueMtly advaTiced by tlu' entrepreneur and 
follows a familiar line of reasoning. The cmtiepirneur undertakes to 
organize lli<' (aelois of poxluction and, in so doing, assumc's the risk 
fi( success or failure of the firm, lu'illier of which is predictable iu 
tire initial phase of organiz.atioii. He has a choice of aeeeptiiig or 
this risk and, if successfnl, so the argument runs, is entitled 
to aiiv stiiplus accruing after he has met all crMitractual obligations. 
This surplus is his if^warcl lor assuming risk and managing it sm ci^sS' 
fnlK . He substaritiates his claim further by |x>inting out that, if he is 
not MK-eessful in managing the risk, he alone nmst bear all tlie losses, 
while the fac tors under contract are comjx'Usat(*d regardless of th(‘ 
(putcorne of tl»e sentnre. Tin’s theory was de\ (dop’d Iw tl»’ earlier 
iiKKlerrj economists and jx*rhaps had its roots in the system «jf private 
prop rty and tlu^ form of enterprise which had grow n up at the time 
of its di‘V(d(»pment. It appears to havi* l>eeii develop'd at a time 
when* a laig<* nimilH'r of new vc'iitures wer<‘ lieirig uiulertakt’n and 
when many risks wljieh were not then insuralde or avoidable wen 
lurking iir liar chnids on the business Irori/on. lire initial risks in a 
C'onunercial venture were* very great and, for that matter, an* still 
sizable today, although a nurnln^r of risks are now insurahle and 
shiftable, leaving umertainty alv)ut Uk* future as perhaps the great¬ 
est risk. Many risks are now- selective and can be avm'ded by the 
inisinessman if he takes advantage of specialized institutions which 
exist for the* purjXMie of assuming risk. One writer clas.sifie.s as risks 
those unknowns which can be? av oided by insurance of various kinds, 
w hile tire unpredictable clcnrents which cannot lx? av^oided are classi¬ 
fied a.s uncertainties.® The risk-lx*aring tJief»f\’ denie.s any share of an 
econoinic sur{)lus to factors other than the entrepreneur. It is more a 

®Fjr«nk H. HUk, Vneertainti/, and Profit Sfifflin Co., 

19S1), n. 
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thcwv of the diHtribiition of profits than of theii origin. It assumes 
that profits arm* because of the a,s.sumption of risks and, since the 
factors of produc’tkni by contract have? foregone the assumption of 
risk, the surplus fK?bngs to the risk bearcTS. 

Profit OM CompenratUm for Mana^cn%eni 

This tlieorv. while somew hat similar to that of risk lx*aring. differs 
in that empliasis is placed upon the management of risks and cH>- 
ordination and diieetion of tlie factors of jncxlm tion rather than on 
mere* risk tearing. The eff<irts expeiidcHl in decision making, such as 
the hiring of factors, selc‘ction of risks, selling policit's, and forecasting 
the future, are a function of management, and profits ar(* the re¬ 
wards for sncce.ssfnlly performing tJiese fum tirms. This th<‘orv im¬ 
plies that all profits are the results of snccc ssftil management of a 
finn and denies the existence' of profits lor other reasons. According 
tc» this argimumt, tlic entrc|>rc‘iieui not only assumes the risk of suc ¬ 
cess or failure of the enterprise but, <»nce having made Ins invest- 
m<‘nt therein, engag<\s in aciive munageitK^tt of its affairs. VN’ithont 
this ac tivity of manage^nent, tlu»re would be* no enterprise and lienc'c 
no profits The factors of prcKhiction would not he* (‘m|>Ioyed and 
w'oiild liave no iiurome. It is U'causc tlie entreprencair liires tlu*se 
factors and direc ts them in their activities that tlien* accTiies an ex> 
eess of i<*ceipt.s over f‘XjK'TKlitnu*s. This e\c<*ss is the share of the 
entrepreneur for his fimc'tion of managi nii:nt. To maintain the logic 
of tins theory, it should l>e pointed out that the c'xistencT of losses 
arc* the* results of unsuc'c'esslnl iitanagf'inc'nt on the part of the entre*- 
pren<*ur, 'llhs is to sav that there* is a |H*naUy for failure* te> [re'rtoriTi 
the functions of nutiagiMtuait surca*ssfullv. 

l*(*rhaps this tlic*ory, Uhi. was de've’U>jx*d before* the c*orpoiate form 
of organi/ation came* into such widespread use*. The tht*ory d(?[K*nds 
to a large extent u[x»ii the* iebntity <»f owiut and manager. But, even 
ill tlie t*<ir[X)ral<’ organization of bu\im*.ss tcnlay. the idea of profits 
its a rc'ward tor succt*ssful management is not discarebd. W'Iktc 
ownership and management are separatee!, the argiimcMit is fre*- 
cpiehtly advanccH.! tliat management should have a share of the prof¬ 
its lH*tause the c.\«*culive oHiews arc* rc.sjxnisible for the existernce of 
them* profits betanse of their unusual talent.s and etfoits m Ik'half 

the Inisiiu'ss. In this in.staiicr the* the*ciry lH*gin.s to take* on some (»f 
tlie asjKH'ts of a theory of distribution of profits as well as of their 
origin 'Hu* establishment of profit-sharing plans for executives is a 
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rectignition of the part that management plays in earning profits for 
the business. It is an inmitive plan to spur management to greater 
efforts to show larger pmfits from their activities and bring a larger 
return to lH>th owners and managers. Tlie theory places a pnimnunt 
u{Kni managerial ability. 

While many argiiineiits can Ik‘ advanced to siipj>ort this theory, it 
has some linntation.s. The greatest objection is tliat it treats manage* 
rnent as a specific function to In' p<Tforn«*d which places it in the 
same i‘ategor\ as the otlier factors of priKlnclion. Management must 
t)cc‘iir in ans firm whether there are profits or not. An entreprc*rjeur 
rnav ff)Ilo\v the most generallv accepttnl sound principles of manage* 
riamt and \ et show a loss at tlie end of the a< countirig peiicHl. In tin’s 
case, although tht* s<*r\‘ic<*s of rnauagement have lv<»i‘ii |H*rIornuKi. no 
cninpeusaliun is forthcoming, U is assunu'd that, whatever hapjKms 
in ecMMiomit lifc\ it is within tiu* abilits of inajiag<‘ment either to 
C(»nlrol it or ahvavs to make the c<»rrec‘t adjustments within the firm 
so as t(^ a\oid loss. 1'h(T(‘ is little douht lliat the success of manv 
firms is clue to an alert and energetic luanagemeut. but the claim 
that nil economic surplus is due to thc^ fiiiic‘lion of managcmient is 
not Jinisc isalls acct'[)ted. 

Monofwhj Profila 

I his tlieniA IS an attempt to explain the existence of (aaHionuc 
profits on the grounds tliat tliere is some* element of inoiiopolv 
inherent in tlie oigani/ation of the* firm itse-lf or as a result of a 
factor owned bv the* firm. I bis element mas* appear in several 
forms, .such as IcKation, patent rights, franchises, product differ- 
entiation. property rights, and cartel agr(‘emeuts. ft may e(|uaHy 
well Iwlnug to a factor not owned by the firm but under contract 
to the finu at a prita' less than its real r-oiitiibution to the finrn 
In such a case thc‘ factor will enhance its bargaining power for a 
higher priet* when a new i-ontract is made if it can prose th.it it.s 
element of moiio|KiJy is resjronsible for the appe arance of the 
economic surplus. This is another instance in which the origin of 
profits is cloM'ly allied to their distribulii)n. If, for example, a fimi 
rents a building whose fixation xalue incTeasc-s during the lifetime 
of its lease, the owner of the building. ii[x>n the making of a new 
lea.s<\ will lx* in a prsition to demand a higher rental fee than he 
enjoyed in the past. In the meantime the surplus ac'cniing to the firm 
iK'cause of the Icxation factor Ixdongs to the finn as a projx^rts right 
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and i» considered a business profit of tiie firm, but the owner of the 
budding will take away thosif profits, upon the negotiiition of a new' 
tease, t<ii tine extent that he is able to demonstrate that tht' siiqdiis 
arose iK'caiise of hxationa) iTiofio|>oly. The future profits of tlie firm 
willlMt diniinislu'd bv the increase in the rental b‘e. Where the factor 
lielongs to thf’^ firm, the surplus accrues to the firm so long as the 
monopoly eh^ment is pres<*nt. and the firm will sIkjw a surplus in ac- 
cordantt’ with the degritr? of monopoly, I'lie same reasiniiug applies 
to patent rights or franchisi^s. In the casa* of the latter, the taking au- 
thoriticvs may capitalize u])on i\\c mmK)[K>lv elements of tlie fran¬ 
chise. when the date anives for its renewal, by increasing the 
franchise tax. 

U should Ih* emphasi/fnl that mofiiopol\ is not permanent and that 
S(Mne judgment on the part ot the bnsinessinan is lequired. I>o<‘a- 
tional monojioi) may disapjxar as the trading center <jf a com* 
munitv shifts. If such a .shift cKTurs, the entrepreneur should 
carefully consider the purchase of land and building because of its 
strategic hxation If he anticipat4\s that its l(H*atiotial iuouo|X)ly nun 
Ik* seriou.sly diminished witliiri the forsceaf)Ie future, lu* would do 
well to attempt to obtain a hnise during tiu* j)eri(Kl when its IrKration 
value will Ih* greatest and avoid the liability of a useless IfK’ation. Ati 
element of immopoly mas appear Ix'eause of political or personal 
favor with the (‘Xecutisi; of a customer firm. Ihdore long-term nun- 
initnients are made, these factors should b<* analwed On the other 
hand, there rnav exist a .sitiiafiou in which the entrepreneur i.s the 
largtT puK'haser of a cTrtain pnxluct or se^rvice which is operating 
under iiiun<j[K>li.stic coiidititms. If he is able to auitract for the 
prtMlm t at a priie whic h gives the prcxlucer larger profits, lu* may 
i*onsidei the ac quisition of the supplier in order to inert^ase the profits 
of his own fmn. 

Windfall PwfiU 

WlK,*n economic profits arise from some source external to the op- 
eratitms i»f tht* firm, they may !x considered “windfair* gains. Tlie 
sudden removal of a annptqitor liy a tornado may bring about an 
imiea.st^ in sales and hence a higher profit until such time as the coin- 
|H*titor is able to rt'-e.stabli.sh himself. The unexpt*cted discosery^ of 
jietroleum in an isolated couimiiiuty inenrases demand for the prod¬ 
ucts and sers ices of kxal hiisinessnum. Thr' outlmruk of World War 
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II brought sharp rises in demand for many firms and resulted in an 
economic suq)Ius for (l»env Such gains are caused by conditions over 
which the biLsinessmaii has no control and can be attributed to no 
factor of prmhiction, inchiding management. 

Othe*r wiiulfail gains are less clear as to their origin, as. for ex* 
ainpli*. apprcviution in the value of inventory during periods of rising 
prices. Such gains may well 1 k‘ tlie r<\suh of accuralt" forccavtiiig on 
tlie part of management. The distriluition of these gains among the 
fac tors of prcKliK tion raises very diHicuIt problem.^. In the case of ap- 
preciation of inveiitciry. management may claim a slian? on the 
grounds that it was its foresight which enabled the company to make 
siu/h gains. This is to say, mafiageinent assumed the risk of further 
price rises and, having siKcessfiilly managed the risk, fends it is en- 
titicHl l<» any sur|)lns which may <K.''Ciir. In the case of a tx>r|>oration in 
which manageiiu nt and ownership are separated, this argnrrn^nt ap¬ 
pears to he a “on<-wav street,'* bec'anse few managements are willing 
to acc ept finam jal penalties when risks are unsutxessfully handled. 
The terulencv in this case is to shift the loss (negative windfall 
profit) to the stocklmlders. 

Innovalion ProfitM 

The ijiiicu ation theory is concerned with the passage of time and 
the changes which (K'cur over time. Perliaps the most widely kiuwn 
stateiruaU of the theory is that of Pn)fes.sor Sclnnn}X.*ter, who at- 
trilnites ec<»notnic j)rolits to innovations by businessmen.'’ 

The innovation th<*ory can }n: desmlw’d as follows; A finn intro- 
ducTs a new product or a new' idea, whicli results in yielding an 
(existing prmluct at a lower cost, or difFcr«*ntiates its prfwliict. which 
results in a wider actrptuncx? by consumers, or promotes various 
ctxnbinations t>f these idtfas, which give the firm an advantage over 
its a>nn>etitors. As a result, the firm enjoys an crconomic suqjliis from 
this advantage. Eventually, either nc»w^ firms are attracted to the field 
by the profits of the successful firm, or cHJrnjX‘titors produce close 
substitutes and thus reduce the sales of the innovator. Or com¬ 
petitors may adopt tlu' cost-reduction uiethrxls of the ijinovating 
firm, and tlie latter thereby loses its teiTif>orary advantage. This move 
injures the pnr>fit position of the innov ating firm. All this reqiitres the 

S. SH:hojnp*.-tef, Thr Theory of Erofumtk- Det dfvpmeni (Cacnhncjjtr*. 
MaM.: H&rvanl Umvipwity Prt'w, »:h»p v. 
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pa&iiiage of time, btit, when the adjustment has worked itself out, the 
advantageous {Xisition of the innovating firm has lx*en lost and its 
economic suq)liis has disappcsirtHl. As the numluT of firms adopting 
the innovation or a sufficiently close substitute (an innovation cm the 
part of a compr^titor.) increases, the profits of all firms tend to decline. 
Some students of profit theory have labelled this the "fric*tiori*' theorv 
of profits, meaning that lime tends to wear dow7i the* economic 
profits of the firm which first produced the* innovation. 

Such a theorv implies the fiwdom of new firms to enter the field 
without restriction other than that iinjxwed by timer—a lag during 
whitrh the profits of innovation can hi: received. So long as such a 
t'ondition <*xists and all |H>teutial com[X"titor.s {xrsscss complete 
knowledge of events in the business wwld. no firm can show eco¬ 
nomic profits indt'finitely. As soon as the time lags have l>een ac¬ 
counted for, the economic profits of all firms in the industry will 
cli.s;ip{>i‘ar. 

From the practical standpoint, however, there are manv ob¬ 
stacles to the entrance of new firms, such as capital retjuiretnenl.s, 
legal moiiojxily, nnUrol of restmrees by the innovating finr». and 
ignorance of the level of profits in the new fitdd. So long as any of 
these rcstrahils are effective* in preventing the entrance of c*ompcti- 
tors, the innovating fiiiii will show^ an ennu>mic s*uq>lus, ussimiing 
that the demand for ifie innovation remains the same. As an example, 
consider the case of a bakery firm which has a lorig-term lea.se for 
the use of space in a large railwav tenninal, the hxal jxunt of aun* 
muting trains. The louse contTucl eontains a pros ision that the own* 
t‘rs of tlu‘ tenuiual will not lease space to a coTU|X’ting bakerv firm. 
Noting, however, that many sdes were lost heciuist* of tlie inalnlity 
of clerks to serv t* custonuT.s in the sjvacr' pro\ idetl, the manager l»ad 
purchased erjuipim*nt for self-serv ice and aiTanged his spurt* so that 
tlx're was a continuous line moving through the stort*. Thr^ result 
wus low cr costs and iiuTcased .sales, vvliit li rr^sulted in a higfu*r profit. 
Since no iicw’ firm is abh^ to enter the ci>m}K'titiv<‘ area of the railway 
terminal, the ei'cmomic profits of this firm will not fx* wi.irn dowTi 
with the passage of time, Imrring a change of tastes on the paii of 
cHmsumers, In a .sense this mav also Ix' thought of as a inonojxilv 
pnifil, sincf* the bakery finn has a monoprdy of lix^ation and is able 
to protect this monojxdv, ifwt is. prevent csmux^titors fn)m entering 
tlw* field by reason of its favorable lease aintract. Tlie distinction 
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bt?twecii ihe innovation and n>onopoly theories of profit is not alwas s 
clear. In fact, the \ iirious theories of profit are not always mutually 
exclusive when applitnl to specific casc*s. 

THE DISTHHiVTIOS OF FHOFITS 

Tlie Individual Entrepreneur and the BusifWM Firm 

In the case of the indixtdual proprietorship tiu' term **entrepre- 
neur'" applies to the imJividiial who orpuii/es the factors of produc¬ 
tion and clirtM ls their activities. Ordinarily, he supplies the capital 
funds and some, or all, of the capital equipment used in the business, 
lie peribrrns the functions of risk bearing, rnanagt^ment, and control 
of tlie internal afruirs of the firm, ruder the institution of private 
|)mjK'rtv lie is <aititled to any surplus inuring to the business after 
all (oiitractual [)a\int‘nts have' bc'en met. The distribution of the 
total K ccipts of lh(‘ firm poses no problem for the entrepreneur dur¬ 
ing the lile of Iiis cmitracts with the various factors of production 
<‘inploved l>y liim, but at the* expiration of these contracts he at¬ 
tempts, in so far as he is alile. to prote<’t his share of the total rc'mpt.s 
in making l»is contrac t.s for the future. The fac tors with whom he is 
negotiating may s<-ek a larger share of tlu* firm s Kwipts and, if the 
entrepreneur is uuabh* to pass on tlii‘ir demands in the form of 
liigher prict s lor his products, he miisf t (insider whetlier he will 
satisfied with a smaller share. It is at this |X)iijt that he will consider 
wh(»ll»cr the smaller share will compensate him for the assumption 
of risk, duties of managi^ment. etc, He inav be aide to convinee the 
factors that thev are not entitled to a larger share and thus defirnd 
his own .share. The factors, on the other hand, may find their bar¬ 
gaining power enhanced or diminished, according to the source of 
tlie profits.* Once these contracts are made, tlu're is no further prob- 
Unn of the distribution of the profits among the entrepreneur an<l tlie 
factors of production until the next pc^riod of negotiation. So far as 
the entreprcrnenria! share of the profits is concerned, tlnrre is no prob¬ 
lem of the di.stribntion of this .share among the \arious conipon<‘Mts 
of entrepreneurship under the individual proprietorship. Manage¬ 
ment and ownership are identical. 

* if r»*>t tf> imply thiat tW bjir^ainmjE* power of niKm fhf 

onjcin of profio. Oi>|x«rtvinitv c«/sf. of production, ibr of ri»f»nti|s»)y 

ov aL^ii Oto of smf*rjwt*r. 
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The Corpmaie Enfrrpri^e 

T\\v. bulV of intulfm l>vvsincss is transiiclecl by corporations, and, 
of ibis iotidv ilir iarc,cr share is transacted Vry corporations ^'\X\\ ab- 
sc*nto‘ ownership. It is ncccssitry, tht*ref«>ri‘. to examine lire problem 
of profit distriVmlion under thesa^ conditions. 

VVe are not cont erned here with a detailed discussion of the e’er- 
pfirale iorfu of orijani/^Uion but merely with some (fiflerences lic- 
that form of orgaJ)i/atiiiM and the individual proprietorship.'' 
In the lattiT case the individual proprietor is l>otl» owner uiid man¬ 
ager of th»' firm, and, iis siirh, he |K*rforms all the entreprer»eiirial 
functions coinu‘ctt^d with the Imsiiiess. I'ndei (he corporate form, 
however^ when lh<» personal ulentitv of the nianat'ernent and that of 
the owruTS are dilferfrnt, serion.s problr*ms of profit distribution arise. 
A eluef pnrfiose of tlie individual proprietor is to establish a elaiin 
to the economic surplus incident to tlu* operation (»f business. 
This Is impirtant in the inattcT of reeoutr.n t with tht‘ factors of 
proiiuctioii. (hice lie has established this elaiin to the satisfaction of 
all factors, Ik has no problem i*f distribution, since he is Ixith ovvut t 
and rnanaj^er and can U' clearly defined as the entreprem ur of the 
firm. The drdinition of lh(^ entrejiremMir is not .so clear in th<^ ca.se of 
u corporation, where managers ami imners are not the same persons. 
Thtre is a division of lht‘ entrepreneurial lunctirms. The (jueslioii 
then arist'S. flirvv are profits to Iw divuled betwetKi tlit' entrepre¬ 
neurial parties? 

The answer to this <|iiesrion will vary vvitli each individual case. 
(ieiuTidly spf'alsiDji;, howt'vcr. the answ'er will rest iipm two basic 
i'Ciisiderations: first, the thcorv of tlu^ sourtx* of the profit and, sec- 
onth the division of the cntrepr<‘neurial function, Tlx* first has Insim 
discussed alnive, Manajif immt iiiav claim a lion’s share of the sur¬ 
plus, arguing that profits arc c’iimjH^nsiitiori for sutwssful manage¬ 
ment, while the stockholders (owners) ma> likewise* demand the 
larger share as eompmsatiou for risk In-aring. In the liua* of windfall 
jirofits, st(K kholdms may fed that such jnofils should lx* paid out in 
div ideitds and not shaitKl with mauagerneut, sinc'c they ate not the 
result of managi'rnent’s efforts. Or the stirplus may W the re,suit of 
ownership of a patent riglu, which the stockholders might argue Ik*- 
longs to them and not to management Such arguments as these are 
based U[>on profit theories. 

' live’ \*> i«n\jiUrii U'* t’rf it% rrUU''*' tmimptJrtHmri a\ a f«rm <vf 
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The second consideration—the division of the entreprc^neuriwl 
function—is an attempt to devise a fonnula for coinjwnsaling the 
two groups on the basis of the serxite performed by each in lHd>uU 
of tJw corjxiratkn^. It is a theory of tlu' distribution of profit \>eiween 
the coinpc>nents of the entrepnmeurial factor. It (Kh:^s not ni'cessarily 
relv upon any pintientar theory^ of profit but leans heavily upon the 
ajucept of profit as a conipcMLsation for a service jicrfonnecL \vlu»ther 
it l.w* management, risk lK*aririg, or Ixith. In a stmse it cnicompasses 
all the tlw*ori<*s of profit. Monojxily profits may be? thought of ds the 
result of an alert manage^ment's building up or acquiring the mo 
rio[K>I\ factor and the shrewdjH\s.s and foresight of tlu^ st*K'i:holdc*rs 
in inwsting their funds in such an ojK'iation. Innovation profits are 
th<‘ result of management s willingness to risk its reputation and 
>tiK khr)lder\‘ willingness to forego dis iclends or to advance funds to 
finance the innovatiofi. In any and all cases the two groups iinr jicT- 
forming some fintction for which theys an* coTnjM;nsated by the profits 
which arise. 

Tlu* problem becomes one of establishing some criteria for execu¬ 
tive coinjHmsalion, and, once this is cloiu*. the balance of the profits 
inure to the owners in the form either of dividends or of retained 
earnings. Tht‘re is no (established lalmr market in which executives 
may hired, in tlu* sense that a firm can, for example, hire an elec¬ 
trician whose wage is the going rate or some* previously d(‘termined 
union rate. When a finn is hiring a new' executive, the element of 
op|X)rtunity ewt probably enters tlie bargaining. An executive al¬ 
ready employed or oiur wlio lias just rec<*ntly sevcrc*d a connec'tion 
has a fairly gcxHl idea of the value of his ser\'irx*s when approached 
by a finn wishing to hin* his services. Hut in ain* particular case the 
prosjKfctive executive may or may not wi.sh to lx* hinud for a salary 
alone but may prefer to Ik* cximpensated partially on the basis of 
profits. He may exptx t to make some ctmlribution toward increasing 
the profits of the firm and henc^e may wish to Ix' comptmsaled other 
than by a fixed salary. In other words, the prosjuxtive executive is 
willing to assume some risk, although it is a diffenmt kind of risk 
from that assumed by the stockholder. Wliere such prcjfit-sharing 
plans exist, it is not pcmible to establish a market pric;e for such 
executive services. 

Tliere is anotlx^r problem which arises in this instance. TIu^ cri¬ 
terion of an exe<'iitive’s past eaniings as opp^^rtunily cost is not al- 
w avs valid, siritx? it depends mi wdietlu'r lie W’as compi^nsatc^ by a 



23 


BUSINESS ECONOMICS 


lK>ard of directors from wlioni hc^ was entirely indr.^jK'ndtmt or 
whether he participated in the deteniiiiiation of his own salary. One 
writer on tlie suhjec t has stated; “Perhaps iriore ini|M>rtant is the fact 
that only in a restricted sense can a markc^t for exeentise ability h<» 
said to exist at all. Hnvers and .sellers are not indc[K*ndent. The chief 
executive is in a sense his own einplc»yer. within limits he frerjiiently 
sets his oNS'Ti corn p<*n sat ion.”' In a cor|V)ration in whicli the niaria^^e- 
rneiit has t out ml, this aimunent is not without merit. It has some 
weaknesses, however, where' such mauage'rial c-outrol is abse'ut. 

In a corporation in which there ha.s In'cn consid<‘ral)le growth and 
increa,sini» prolits, tlie criterifm of e^xeeutive compensation becorm*s 
futhfT nebulous. Nt.ma*^emenl has made some contribution to this 
]U;rowth, no doubt; but bow should their com|)crisation l»e increased? 
<)p|>ortunitv lost may plav a verv minor role in this case An execu¬ 
tive mav be worth considerable to tlie firm wlik h emplovs liim but 
subsl.intiallv less to somi* other linn, assuminii it were possible to 
d<’t(*niiine how much In* vv(»ul<l lx* woitli to another. I'ailnre to [)t*r- 
mit mana^< iue.*nt to partuipatc in increascil prt>fits ina\ cause the 
linn to st;u»iuite or fail to nnike tlie iimst ol its pi^ssibilitii's. About 
all tliat can Ik* said lor any i^iveMi case is that the distribution of the 
profits will depend upon the distribution of tin* pro[HMtv riijhts of 
th<' firm ainoit^ various interested i^roups and the altenialivi's of 
n tana j»e men t. 

It would appai that the interests of management and stiK’k 
hoUlf'fs would always be in harmony, since iiK reasini^ profits of the 
corporation benefits Inkh groups. This is true so lon^ as a division of 
iht? profits between tlie two poups can Ix' reachc'd ujwn a satisfac- 
torv' basis Hut after the jirobleiu of cfxnjH nsatioii for maua 5 ;ciiK‘nt 
has IxH'u disfxiscd of. other differences may arise hetwec'u nianaije- 
im*nt am! stm'kholders. Perhaps one of the more im|K)rtant is the 
retention of profits to finance further e\pan.sion, research, and other 
activities. Stockhohlers receive their comfxnsation iu the form of 
dividends, but. if manauement, throuuh its (xmlrol of the corjwra- 
tioii, retains a substantial [Kulion of the profits, dividends to stock¬ 
hohlers are diminished. Munagement may also attempt to expand 
the husiness for n^asons of power and prestige rather than profit, to 
tire detriment of the (iwners. That is to say, ainliitions of itutiiage* 
nient may conflict w ilh the niaximization of profit for the firm. Again 

* H- A liimiun. /,r*ukWiip i»» the Ct>rpfirrtttf:m «W D.C . 

lii.'iiautiojj OM.’iV p ‘2T7 



PROFIT 




the solution to tliese problems is not absuliitc. Tlie group with the 
greater Imrgaining power will profit more in any particular instaiu'e. 
Wteri that hargaitung powt^r is nicKiiii<H) l>v change in the (hsiribu- 
tion of stockluJdings. market conditions, oppirtnnity costs, and 
otlier fatrtors, then the distribution of the profits will also 1 k" nuKli- 
fi<^. Active efforts are sometimes madi' to change this distribution, 
as wfier» Mr. Robert ^'ning, of the C'hesafw'ake and Ohio Railroad, 
recently purchaMul iir*the opt*n market sufficient shares of the New 
Voile O'ntral Railroad to give him a voite in tlu* management of the 
Litter, Mr. Yi»ung stated that the purpose of his uajuisition wa.s to 
integrate the siMvices of v<‘veral lines in winch he was intcrestt'd. 
At abiiut the same time substantial blocks ol st«»ck were purcluised 
h\ Mr Young in tin- k 1 slant! Railroad, and some observers Ix'* 
lievcd that this was an attempt to integrate the N«*\v York ('entral 
and Rik k Islam! serx je< s with a view to piov idmg ctJasl to eoasl pas- 
stMigcr anti freight st t\ iee with a mininnim of mtenuption. Regard* 
levs of tfie motive, su( h action modified the maTiageinent and con* 
trol of the int< rested groups and thus ihtnr participation in the 
polic ies and earnings fd tlu* firms. 

Bonwi Plam 

Profit tlieories pla\ their part in the distvibntiem of C‘oiporat<‘ gains 
w'h('n ext'cutive c<»mp<‘nsalton (»r emplovc e bonus plans are undca' 
ttnisideration It is neccssarv w hen drawing up such ])lans to liefine, 
for piir|X)s<’s of distiibulioi>, what constitutevs [>rofits, As has been 
p<iinted out alK)\c\ there’ is im»n‘ than on<’ didirntion of profits, iienci' 
the necessity for predselv defining them for the purpose of profit 
sharing. Profits Inrfore taxes arc not tin* same as jnofits after taxes. 
The same* is true witli depreciation and obsolesceme. I here is the 
instance of a firm which was heavily indebted to a l>.uik. In arrang* 
ing tc’ims of repavnuMit. it was agnxxl Indwci’ii the tw^o partic*s that 
all payments on principal woulti be subtracted before arriving at 
the final profit figuri' for llie year. This was the profit figure the firm 
agrm! to use in cJctenniniiig the amount of bonus to Ih* paid to 
e.xecutivcs on the basis of profits. In addition to the definition of 
profit, the distribution of the profits in the form of a ixnnis may 1m* 
based up>n some tht*orv of origin of llie surplus. To w‘horn, for «‘X- 
ample, should a windfall gain accrue? To management, stcK^kholders, 
employees, or all three groups, shared in some arbitrarx manner? 
The basis of this arhitrarv divisiem i.s not alwavs the dictate of one 
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of th«! groM{>s, although it may frequently be the case where one of 
the groups has sufficH Uf bargaining |x>wer. Usually it is arrived at 
by yune rnctlKKl of eotnproniise. Tlie various groups may claim a 
share on th«*ti basis of their contribution, such us innovatioiL monop¬ 
olistic opporturiity cost, risk bearing, inanagernerit, and 

control WlHfre the gain is pure windfall it is difficiilt for any group 
to lav < liiiin to it bet'unse of its contribution to the existence of the 
guru. The iheruv of winclfall profits is im|K>rtant. however, when one 
group appropriates such gains ovt*r a perawl f>f time to the exclusion 
of others Tlif‘ remaining groups may challenge the right of this 
group to siirh gams and call upon it to justify its claims. Occasionally 
a battle lu'tween stockhoKl(‘rs dev<*lopN oxer this issue, 

Redfu/rif/utiori of Profiis among Foi^iorn of Production 

Thf‘ distribution of economic: profits over a [Krirnl of time brings 
us again to the idea of innovation mentioned in an t^arlicn sec tion, 
There it was pointed out that, over time, profits of the firm tend to 
disiipjxor with the entry of new finns into the field. Hut they may 
also disappear for otlu r rcMsons. Sup|X>se a firm employs a factor 
which enjeus a high degrcM* of moimpoly luu ause of patent agree¬ 
ments, At the time of initial employment the factor entered into 
a contract with the firm for its service's at an agreed pricx* for a 
jH'ricKl of, say, lour vc*ars. Because of the \isv of tins patent right, the 
firm was able- to innovate in its field and accumulate' economic prof¬ 
its. At the end of the four-vear puiod. reiu'gotiation of mntract 
price vvas Ix'gun with the* lacltir, but the factor now demands a 
higher price, claiming that the mniomic surplus of the firm was due 
tti its patent monopolv^ elements. The factor mav threaten to with¬ 
draw Its service’s unless its [irkv is met, and. vvhc'u the higher price 
i.s agrc’cd ihc' firm will now show a smaller eccmomic suqjlus, 

assuming all other conditions have nunained the same, The disap- 
pearaiic'f' of its profits h.i.s come not from new' finns entering into 
comjx'tition but Ihx^uu-sc of a retlistrifnition of the jrrofits among the 
factors einphnc'cl Part of the amount which once apfH'ared on the 
pnifit and loss statement as a profit now ap{)ears on the same state- 
m€*iil as a factor cost. Had this factor Indonged to the firm, the et'o- 
iiiHUfc profit would not have diyippeared, and the distrihiitton of the 
.surplus acc'nung from its use W'ould determineef ujmn some other 
basis and distributetl to other factors. This disapjxwancx? of the prof¬ 
its of the finn nu\ Ix’ eaust^d bv the sutxx'ss of anv of the factors in 
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establishing their claims to the surplus. Th<,* oumers of the railway 
terminal referred to in an earlier section inaw at the eiul of the lease 
period, demand a higher rental from tlie bakerv firm in the new 
lease, which, if successful, will reduce the economic piofil aevruing 
to the bakery. During the life of the leave the surplus l>elougt*d to 
the bakery by agreement and apjXMred as a profit in the profit xmd 
loss stateniimt of the firm. At the time of renegotiation, if the owners 
of the railwa\ t< nnirial expect that the fnt\ire iTKt)fne of the bakers^ 
in that location will be as great as in the past, they ina\ demand an 
annnal increase over their old lease rate* which would cMjUid the ex* 
pec‘tc*(l econornic surplus fr»r the baker\ firm for any one year. Prac- 
tii ally speaking, the owners of the railway terminal may not know 
or be able to learn tlie aTnoiint of this ecnniomic profit, so that the 
amount the\ can actually sectirc as an increase will fall somewhere 
Ih'Iow the full aiivaunt. 

The same ruMsnning may be applied to organized labor. In slightly 
rnoTc than a decade labor has risen from an unorganized group f)f 
( ornpeting work<‘r.s to a wc‘lhdisciplined body acting in a concerted 
manner. In a firm * inplo\ing organi/ed labor the union exculs some 
element of monop<»lN user the .suppivof labor lor that particniar firm. 
Since eiiipIoMnent contracts are tisnally made on an annnal basis, 
the nnion, at the expiration of its c'ontract, w'jll frecjuentlv sec'k a 
larger share ot the lirnrs total revenue b\ claiming a share' of the 
profits. To the extent that the union is suc'ce.ssful in doing so (by re¬ 
fusing to jxTforrn further service until its demands have l>cen motT 
the finn finds its ecMuiomic surplns rcdtic c’d. This assurnc's that the* 
firm is iinalde to pa,ss along the increased wage costs. The* incr<*ased 
nwit inav 1 h' passed on If) con.sniners ci»f the product if the c'onditions 
of demand are such as to w arrant a higher unit price. There is also 
the possibility of dcx'rc'ased unit c'ost which miglit accompany an 
f*.\panded voliune of operation.s. Iwit lliis, tcK>, can Ik- ac compli.shed 
only if the firm is al)!e to market the increased quantity, The union's 
cliiim to a larger share of the surplii.s ntay or may not lx based upon 
iticreased pnxluctix it\. It mav well claim a jxnlion of a windfall 
gain in sucli a maimer, depending ujxm the strength of its ow-n 
inonojxrlv of labor supply for this particular firm. Frequently a 
union, in support of its claim for higher wages, points to the profits 
of the firm as an indication of its ability to pay higher wages. 

Thi.s line of reasoning may lx applied to any of the factors «nn* 
ployed b\ the firm. The success of tJieir negotiations for a share of 
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the economic surplus upon the acceptance of their claims. 

While no formula can he tlevi?a»d which will insure an ecjuitahle 
clistrilmtioii of tin* economic profits of a firm to all the factors at all 
times, it is iiU|M>rtant tliat the hnsinesMiuin have sufficient tiu^wledge 
of thc‘ origin of these profits, in so fur as he is able, to i^uide him in 
his jiidf^Tiieiils of the claims the various factors may inakc upon him. 

((*\c jj s/ov 

From the* forci^nin^ discussion it is apparc'iit that the oripn of 
profits Is not of a siiijL^lc nature. Several of the theories arc iiiiom- 
plele, in that the\ <lo not satisfactorily explain tin* existence of 
economic surplus hut tt‘ucl to f*mpliasi/e the aciTuiil of profits for 
soim* particular reason. I'lu* theorv of windfall profits, tor example, 
vvordd hardly lie an adetpiatc ex|)lanalion fur prc»fit.s which arise from 
exclusive control of a factor r>f jirtuluctitm. Wc would U* on Tuore 
logical eronnd if wc accepted eacli tht^irv as contril)i)lini; somi*thine 
to our ueueral understanding of the origin and distrilmtiou of jirol’ 
its From the husinessiuan s point of vi(*\v it is ust‘lul to undf'istand 
the coiulitions which cause profits to oriniiialc in <su li of tla* tlu‘t»rii*s. 
in ord< I that he may, in so far as he is al)l<' wothin the frartu vvork of 
law and ethics hriiig about such conditions in order to tcu*iv(* [uof* 
its. Also, if lie is familiar with llic various tlicories. lu w ill lx* In'ttcr 
ahU* to recogni/4' whcti (xaulitions uecessaiv tt» their fiilfillinciit are 
present tUid thus take ad\anfagc Fmtluxmori, wlu*n profits do 
arise, some of tiu'sc theories luav lx* usctul m ciln ting a satisfa(rtorv 
distribution of sm h profits anumg the factors w hich |uxKluccd them. 
W hen profits disappear, an exanunation of th(*sc thcori<*s mav assist 
ill determining what ci’otioinic chang«*s have cKxurred wliich af- 
fccl<*d profits For example, a firm whit fi has enjoyed a \ irtua! rno- 
nojHilv of the suppK of a raw iiiatt'rial and lias t'njoved monopdy 
profits max observe llial its profits are declining. An c.vainination 
rnav disclose that a sulistitute (innovation ^ has been develop'd for 
this particular material \vhu*h is destroying the inonopdistic position 
of tiu* firm, In this instance the theorv of snoiurpdv and innovalion 
profits are coiieerned, not just one of lliem alone It is extremely 
doubtful if any one thcxirv would ever suHii'e under any aiul all 
conditions 

si (;<d:sTKi> be vdincs 

Bchn.s, a. Iv. Nfe,AC. \. il. and \V\tvjn. D. S. Modrm Economicjt, 

chap. xxi. New York. Ilnr<xxirt. Hraee ftr (.'o., UM8, Kleinentarv text. 
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F.xct*llent niinwricnil illustratMni of net* hetuwn and 

"'eciuiomic” profit. 

Fajbciiiu), F. H.: FraMA<». F. S.; and Bt'CK. S. Fo*mr«frtri/ Eroot^nin .v* 
V'ol. 11, clmp. x\XN. 5tl> r<!. NVw York Maoiniiian C o.. 19-lS. Fit*- 
mentarx' ti*xt Fleinentarv dt^fiiiition of pritfit and lirirf ri‘vi<‘w of prtifit 
theories. 

Fw.i.n*:«. W., and HaI-Fy, B. F. (editors). Rrudin^s in the Thron/ oi 
Innww nLUrihution. chaps, xxvii, xwiit. wix. .\xx. Phitadelpltia. 
Biaki'stt)n Ct».. J44(i These chapters art* reprints of articles on profit 
apjK'arjnti in varitms prtifessional |ounials. CTiapter xx^ii is a treatment 
oi risk hearing, (‘hapter wviii is a matheniutic.il treatment of proha- 
hility in profit tlieorv Hect>niinem!**d only for adxanced stndtmts. 
diajiter x\iv is an atti nipt t(' slum tlie th<*ori'tical c<»inple\itit*s iinolvt'd 
in impiiting profit to mfjrprent nrship Cliapter vxv is a .study of cor* 
ptirate t .irntngs on inxesti^d capital 

(oiMKiN. CJ. K. Kutfrjms'i in a Ire/* Sfurhtf/. ihaps. vii, (Tiicago. 
hn hard D Irxsm. Inv . C haptor \ is an t'xc't lltMir disenssion <»l 

tho noiM*(‘nnt)!nj< motives of hnsmossmi'n, (,'h.*pter vn js a discussion 
oj tin* theorv of piofi! as a reward for risk taking and an extxdlent dis* 
i usMon o( the idea of prrdit as a difleienfial imoiiu* 

(ioKixiN. B A. Leaift fship in tin' Imt^c ( 'orpr/rafitm, cliap. xii. Wash¬ 
ing, IJC. : Brookings In.sfitntion. 1B15 Xn exploration of the theory' (ff 
< xeeiitive compensation (.'a.st' studies are evammcil m tin* light of the 
elassical theorv of compensation of re,sources, 

Kmi.hi. F'. H Bivk, f rn/rtainti/, and Profit, thaje wvii. Boston: 
Houghton, Miflhn ('o , 1921. One of the earlier formal treatiin'iits of 
profit theors'. fu'iominended ftti coin nf n ading. 

NU yKks, a. L. F/cn^^7l^s of Mod/rri Fcomnnirs, ( hap. xix. NVw ^ork: 
rrenticf'' I ne., 19tS. One of the most Invid iJemi ntarv treatments 

of several theories of profit, 

TniJ FIN, H. Mnuopohstif ('(Wiprtttum and Crtu ral Etfuilihriurn Throry^ 
chap, V. (^amhndge. Mass . Harvard t.’mversifv Press 19H An ex¬ 
cellent review^ rd profit as a dvtiajnh income with an extelicnt I’Oiiclii- 
sion on profit as an institutional inoniV’ 

W^vniN, J. I'nFjr. "Enterprise and Profit," Jotjrftal ttf Jhuirtm, jnly, 1949, 
\n iirtic le di almg with profit as a (onipcnsalion tor entrepreniairial 
ability in the large cor]>oration 

Caw 1-1 ASDKHSOXS SEmiCE STATIOX 

Earlv in llk39. .Mr. Anderson dc*ci<lcd to build a small retail gas 
station on a highway wliich lud been roiife<! through his property. 
This nt'^u' highway, knoxxii as l*.S. Nf>. 45. <:ross<*d State Ilighway 
No. S3 near Mr. Anderson s home, which was !oc*atc»d on the out¬ 
skirts of tite small village of Dianiorid l-iike. This intmection was 
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in a rt^gion loaillv dcscrilwd n& the gateway to the lake region of 
lllitiim and Wisconsin. 

Mr. Anderson IwHi ved that he would attract })iLsiness from thrive 
groups of patrons, f irst, tln re were the jK*rinan<*nt resicients of the 
villagr, al)oiit six huiidred in niirnlKn. Tlirongh p<?rsonal friendship 
Mr Anderson believed he would attract a suhslantia! mmiher of 
these people who, in the past, had Ikch served hy three small sta¬ 
tions loeali^d in the villagi*. Swmd, ihcrer wvrv eity dw<‘Uers who 
eommuted iK'tw'eeu C'hicago and their cottages on tlie northern lakes 
during thf' Miniinc’T numthx. Third, there were the tourists using I'.S. 
Highw'a\ No. 15, which ran between Northern Wisconsin and New 
()rlean.s, l,onisi.ina, 

A building was erected at the inters<‘<*tion of these two highways. 
The T<^\as (aini|>aiiv, whost* pnKluets Mr. Anderson had (rontracted 
to sell, pios ided ami installed the e(|uipinent net'ded to ojKuate tlie 
station, This e<|uipment reinuiiied the proptTty of tlu* lexas Com- 
panv. and no sjx-cial charges were made for its use, llic buihling 
cost S'i.MK) and was e*xpected to last tw'erity sears Tin* cost of the 
e<piipni<*nt was $l,l)2b, with an ex[K»c‘ted life of hiteen yars. In ad¬ 
dition to installati<iii, the fexiLs (airnpunv agreed to maintain the 
e<juipmcnt. While the building was under eon struct ion. Mr, Ander- 
.Min rei'«'ive<l an oiler to rent the eonipleted strneturc for a fi\ e-xear 
(K'riod at S75 j^ r month, This ofI<T lu* rt^jectecl and when the gas 
station was opened for busim*ss in June. Mr. Anderson resigned 
his [xvsition as a slate highway fi>rcman at a salary of SI75 jXT 
month. 

r.arlv in H>U. Mr. Anderson leanied that he would have to move 
to another climate because of liis wife’s health. Ib' placed his service 
station on the niarki^l for sale. A friend became intere.sted in pur¬ 
chasing llu* station as a going business, and. in arriving at a purchase 
price, Mr. Anderson presented the profit and l<»ss statement show'n 
in Exhibit 1. He pKiiiited out to the prospective purchaser that in his 
accounting rt't'oids he had made no charge for rent or wages because? 
be ovvne<l the building and |wrfi>n«ed all the w^ork aiiuiected wdth 
tlie o|>eration of the station. At the time the station w'a.s constructed 
Mr. Anderson had borrowed $1,500 partially to finance the building. 
Of this amount he had repaid $500. but this bad not ln'en charged to 
the ojxratirm of the station. He liad made the paxtnents from the 
profits he w'itlidrew „ 'n»c interest payments, at 6 {x*r exmt, how'ever, 
he had charged to the business. The balanc^e of $2,300 w-as obtained 
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I 

ANl>i:HSi)X*S 8I>:UVK'K STATION 
PiioriT asi> I,Statemknt roh the Vkak Knmx^ 31, ItMO 

N>! wao* 

ItjvtMitory Hi *if > ♦'»! $ ’^^2,27 

PurrhiiM*.’* . 

0)f*t of iwtUi , . 17,137 21 

1 1 ) wilt Of y rtt t'lui i»f Vffiir 154 JS 

(/ow! • >:'gthinU t«ot<i . 7,2S2.73 

I 3,4H 0^5 

$ 57 m) 

21.so 
«is :,o 
72 m 
f, »H) 
l.MH) 

IH) ()0 
24S. 

41(1)0 
71 Ml 
iistw 

5^14 30 

N>^t Profu , I 2X»1V2..MI 

l)y ciiNlunj: gONornmcTit hoiids owned by Mr. AnilfTson, bearinj; 
intnrsl at 3 per cent. 

Q\ tJsrmsH 

1. Wa* Mr. Anderson's business a profitable on<*? Was it worth his while 
to give np his highuuv job to enter his own business? 

2. 'Ilie pros[Krcti\e purchaser was earning j'X'r month at the time he 
couMderi^ the oiler to sell. Would it \w advisable for him to purchase? 

I Are any adjustments nect-ssary to show' the correct *"l>usincss jrrofits"*? 

Case 7-2. C/IAHLES F DAHHELL ASD S()\‘S 

For many years the finn of Charles F. Darrell and Sons had Ixren 
engaged in the w holesale distribution of butter, eggs, and poultry in 
(Chicago, Illinois. Although the fimi had only a few' employees and 
a relatively small amount of fixed capita^ its total volume of business 
exceeiled W,00(),00() annually. The bulk of its operations was in but* 
ter and eggs, poultr) coiivtitiited only a .small part of the business. 
The finn was founded by Charles F. Darrell during the latter part 
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irf the nineteenth centun and had been managed b\ John Darrell, 
a son. since 1920, 

Since l>oth butter and eggs were seasonal in production, the firm 
always had purclias^Hl heaxily of these two items during jx^ak pro¬ 
duction jx'ricKls and plactxl them in cold storage to lu* draw fi out a.s 
nee<letl in oflf-jx'ak seasons. For this purpose the firm liad for many 
years used tlie facilities of (he Ace Warehouse an<l (kdd Storage 
("ornpans , a iMnulrd warrhouse. As shown in K\hif>it 1, llie prodtic- 
lioM of butt<‘r au<l <*ggs tendt*d to riM* alnitst th<* first ol A|>ril and to 
exceed the amount (OTisniin d throughout the sjrnng and early suni- 
nu'i In August and Septt*nil)er production t('ndr*tl to level out and 
<h-< line until it came* into })alance with cairrent consuniptiore During 
tlw‘ reinaiiuha t>f thi* vt‘ar consumption firdinarily <'xct*edc(l prCKlue* 
tioti, and biittta and <‘ggs in cold storage wt‘re vvitliilrawn tt* m(*et 
the excess «»t consumption ovc^r production. I hi.s practice of storage* 
and x\ ithdrawal tended to iiisurt' a stead\ li(nv ol butter and <*ggs to 
I'oiiMinters throngliout I Ik* xear ;ukI to .some C’Xtent leveh‘d out the 
fluctuation in prices which would otherwise haxe »Hturred 

Fggs wa re puu hastal by the finn from country suppliers, hK:al 
egg buvers, and local c o-operali\cs. These (‘oiitacts had lieen built 
uj) as a rc'snlt of lt»ng xears of experience. Local suppliers and buvers 
ac emnnlated the ir jinrc hasc'S until a freight car had been filled and 
then offerc'd the e ntire lot tor sale* to a dealer such as Darrell and 
Sons A c arload of eggs consisted of kSO cast s ol W dozen each, a 
total of 1 L400 do/en. 1 he finn, in a y<*ar liandl(‘d approximatelv .UK) 
carloads of eggs, most of whic h were* pure hast'd and phu/ed in stor¬ 
age Ix'tween Ajiril 1 and .^nuust L A vny small amount of eggs was 
delivered in lc*ss than carload lots locally by near-by fanners. During 
jH'ritKls of jM'ak prcwliK tion, eggN wc're ship[x*d in carload lots to the 
finn without a formal (»lfer of sale*, Su< h shipmt'uls weie usuallv ac* 
(vpled and. if Darre ll and Senis w'eie unable tt) handle them,, wctc* 
c*a,silv disposc'd of to anolhiT dt'aler. Oceasumallv. it was necf*s.sar\* 
to n*(j?,iest formal offer of sale from kxral buyers and nM»f>f*ratives 
if the market showed any indication of inability to absorb an un¬ 
limited quantit). When such C'onditions c xistc^d, the firm tendc^I to 
refuse offers from local buxers with whom they did tnily occasitinal 
business. 

AUhtiugh Darrell and Sons liad been a successful and a reputable 
firm, its working capital requirements were far in excess of its avail¬ 
able cash- It was, therefore, necerssarv to finance the purchase of 
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Ujt by itwnins (if from banks. Tht* carrying of large 

storage invoKrJ the risk of price changes from the time of 

purchase until the sK^rks were withflrawn ami so!<!. There w^is also 
the risk of fh^teriorati(»t( of the eggs as a result of tlw* passage of time, 
an ordinary business fia/urd cosererl by noniial ?narknps. Hanks aircl 
otlier handing agcn<‘i(-s were rfdnetant to extend a gre at deal of credit 
fintess the loans weo* s<‘cnred by a hedgt^ i»n the ('fjicago Mercantile 
Exchange 11 was the jiolic N o< most of these agencies to l(‘nd up to 
approxiiriiitcly per cent of the \aliie of lh<‘ purchase at the tinu* it 
was plat erl in storage, pros id(‘d that thi* loan was ^tM.ured liv a licdgc 
and the \var('l»ous(* rt‘ccipt Accordingly, the fimi had madt* it a 
prat*tita\ sima* the eggs lutures mark(*t had betai organi/ed in UMS. 
to sell egg futures as it purchased eggs for storage iti the S|)ri»iig luul 
early suininer, [irovidcd that the futures contract price redlected all 
c harges and normal iiuirkiip. To iftianc^- tln'se piirchast ^. the firm 
borrow*‘d at its bank In August (»f *mcIj tin* (inn bad out stand 
ing loans which varifnl from 8I.5(Kt,(KtO t«» 82.(KM),(KK), d(*pmding 
n|>oi[r th»* pric(* of eggs As (‘ggs vs<M(» witIulrawTi from storage during 
the winn*i and future's ttaitracts fulfilled. c*itlier b\ delisci\ i)i hv re- 
pitrrhiisf*, the loans wi'r*' r(*paul. so that b\ rebrnars of each vear 
the firm had no obligations at its fvank. 

Exhibit 2 sfiovvs the expenses which wan* im ni n'd by 1(K al <"gg 
hin'crs .md co o()f*rato(*s in pn^paring and transporting <*ggs to the 

t. thihit 2 
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wholesaler in ( Ihcago us current snppK or for storage. Theiw* ex- 
jHmst's were in addition to tlw* prict‘ paid to the prmlucer for his 
eggs Tlnis, if the price paid to the prodmt^r \va.s 4H tvnts pT do/eic 
thi* cash pritt' piid l>v the whoU^lev in < d\icago would rangr* from 
to 52 t'cnts p'r do/eti If the eggs were placdnl iti storage, the mst 
of storag«\ insurmuT, repickuig, etc,, would Vie approxunalely \ to % 
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cent per dozen p?r inanth of storage. It u us a sort of traditton of the 
tradt* that the expt*cted price of eggs at the liim* of withdrawal from 
storage*, i,e., the futures contract prkv, must l>e at IiMst 3 ernts ptT 
dozen alx)ve the prevailing cash jiriee to break even on the purehafa^ 
and storage of eggs. Any .smaller margin uus eonsi<ler(*d unprofitable 
by the trade, since eggs were in storage for approxiiuiitely six months. 
W hile there was still some margin In’tween tlie costs of storage and 
insuiaiu'c ami the ininiuuuu 3-cent margin, the tiarle tlid iH*t c*on- 
sider it worth while to risk the (‘.vploitation of such a small margin. 

Farb in April. UFI9, tiu* firm iH gaii to receive eggs in i xcrss of 
tiemand and made preparation for storage No eggs had IxiTi phwrd 
in .storage !)v lliein sinec* .Angus!. HMS. denKUul having Ihtu met by 
current r<*(vi])ts and withdriovals from storage stocks All obligations 
had I'Ceii paid at the bank when dm*. Sescral hundred cases of egg,s 
wt*!e pr< |)are<l ai»d iilaced in storage, but no hedge was plaivd 
against them on the ( diicago Mcrt^mtih/ INdiange Mr. Darrell had 
beeii awaie for s<uuc tinu* that the price of October futures was less 
than 3 < <‘nts [)er do/en more llian the current cash price. Me atlribu* 
ted this to scM-ral cause's, such as possible Hush pOKlucfion in the fall 
months, g(*neral lack of (*onfideiKe tn enni^nt lesels of C'omrnoditv 
prices, and possible aniendment of the goMTument piirehasi* pro- 
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gram winch wulcl provide ,ml»idk*s to producers instead of supjxjrt 
prk*es. with resulting serious priw* declines in the marked. By April 4, 
19^49. the firm had plaanl 34 carloads of eggs in storage but had 
not yet Imlgt'd them. Tliis invenlory re<juired almost all the working 
capital of the firm, '[‘tie bank advisi‘d Mr. Darrell tluil it would b<" 
umtblf* to extend credit to cover purchases without a hedge. 

Exhibit 3 shows the March r|uot«itioijs for Oclolier e gg futures on 
the < Titcago Mercantile Ex<4iange as well as tin- current ca.sli price 
for eggs during tiu* suiiu' period. 

1 \V<Hild y(>u that Darrell and Sons hcflgr their egg 

pitn has(‘s reganilevs ut tiitnre prites*' W 

2 Should itn* him enntixme to hiiy d (inaniinc eaii Iw* secured 

without hedging,What elfect wr»nid this have* upon the firm’s 
prohts:' W’onid you. as tlie oflieei of a hank he willing to extend 
iri^dit to this firm without a lieilge:^ Whv.'' 

3 In view of the conditions outhnexl uhoM . wfiat at tion wnnld voii 
reioininend that the firm taker’ 

4 Aie iUi •fe any iiKliiations as t(i whv the difit'i'eiKr hetvst^en tfie eash 
and futures prin s (oi tlie muntli ot March, 194n, is iusuflic ient te* 
i'oser fhi' exjsts of larrsing eggs in sfnr.ig* / 

Arrh.sDix \ TO (' \sr 12 

nil-: wn iu*; \\i> niiNriPM- ot- nr;r>(;i\(; 

Anvone engaged in tin* hnsiness of pivrihumg merehaiultsing, luanu' 
hu tiifing. or proi-i sMug agrn ultural t^unmodifir-. must (arrv inventories 
xuffu tent to support the d«*>ired le\*-l of 4>pvTanons Heeuuse of eeer- 
elmnging eondttions of supply and demand, sueh eonimodiiies are suj^ject 
ttv fferpient and somr times violent piit e t lunges I his tauses the value 
ot inventories of these etJivmioihties to \aiv with sneh price ehanges. 
suhjeeting the husinessman to spi'eiilatue profits ami losses, These pHt'i/ 
risks are hv far the most hazardous of all traile risks, and o.>ininochtv 
handlers are anvious to miniim/e or a\oKl tlwm entireh whenever p(*s 
sihle Grain eh^satois. Hour nulls, distillers (< eti manufaetunTs, lard 
lenderers, pioecssors. esporters. and others similarh engagiM prefer to 
forego the |X>ssihilit\ of making s|>eeulati\i profits in order to avoid se¬ 
vere losses and li> assure uornwd rm reharnhsing or svt\\cv profits through 
the cflieient o|H^r;ition of their busimsses W hile s^um* businessmen may 
sjx'cuhite upm xUvsv pricT cliaages in th.' ]ioj>' id making large profits. 
othcT.s inav fwd thev are fiiianeialK unable to assume suefi risks In fact, 
manv firms dealing in agncultimd ivniuniHlities would not be able to 
ciacr or wnlinue business it they lud to assume all risks of price changes. 
If these risks could not W shifhti to otlicr.s, capital rcipiirements of (he 
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firms in this wouUI iK*u*ssahK !>** i'onsuWrjiUiy ^Tt*uter. BuNin**ssnn'n 
rari pri»t<xi: against 1 c>s!m?s dut* to prkr ftuiiuatjf»n$ by fcii^dging 

thf'ir purchases and sales of agrictiitural corinrioditie^ 

li*.*<iging niav take place* in any highh’ organised futures market. A 
ftitures market is one in which purcliast's and sales of a fiunrnoditv for 
fufurt* delivery may Iw* rnadf , C)nt* may t-ntcr into a cymliacl to buy or 
soil a o'ltain epiantitv of wlnrat to Im^ delut*n*d during the month for 
whi( h tlie contract b ni.nlc. For example, in jiilv, contriict.s may In* made 
to deliver to a bmer or a seller dnrinu the month of Dc‘comlK*i. A 
futures market is coin[iO'u*d of two groups; those who wish to litnlge 
tih'ir pnr< bases or vales, and speculattas. Thf»se who hedge arc attempt¬ 
ing ti» protect themselves against adverse ptue thanges. S|K*enlal<»rs are 
thos*‘ who assume the risks of price changes 1he\ anticipate that pric^*s 
will move in their favor. Sjx ctilators must Ik* m the market in .vulficientlv 
large nuinhers s<' that ii<i one of them indivulualK may affect the market 
pnee. hi a wellmgani/ed fitfures market, prua s are arrived at hv o[>r‘U 
anil f ompetitoe Inilding '! he* market will not function ju rfertlv and 
elfei tuI'lv if pritev (.su h*‘ nianipulateil }»v viwteii iiiteiests. \ sjK‘CiiI:tlor. 
it! efi<a t gamfile-^ that th<^ ptUe tpiott d tiKlas for delivers at sonti* futuri* 
date will not he the same as tin easli priu’ which actually ilevelop.s in 
the month the eonfraet rnatures For ev.iuiple, supjxtv that in Julv, of 
anv given vear, Detnnher c'oin is I'ffereil in the market at Si.50 per 
bushel If the spemlator believes that the cash price of eorri in Dr'ii-nmer 
will be less than thi^ amount, he will sell eoin for delivers in December 
il Ins foreiast is correct lu' will then be able when Ins <*ontrae( to d(*liver 
beroTiK s due. to jnirthiise corn in the cash market for. sa\. 5»F25, and will 
receive 5<) from the pers»m who cfinlraeted to buy from him. thus 
earning a jnofit of 25 cents per bushel. On fin* other hand, if he lK‘heves 
that tin' price of corn in the cash market in DenunlM'r w*ill be abovir 
the futures price a^ rpioted in julv. he will bu\ Deccmlier futures. Then 
when the C’Cmtraet matures again assuming his forecast was concct, he 
will accept deliverv on his contract and then sell the com in the cash 
market at a profit Of course, if his forecast was incorrect in idther case, 
he will suffer a loss on tin* frafisaction. Of iniportanee. howevi-r, is the 
fact that then* arc |x rsons in the market who fir** willing to iintiertake 
these risks of price changes 

Futures markets provide facilifie.s for underwriting prii'i' risks While 
similar to the principle of insurance, in that the nsk is spread o\it large 
niirnlxTS. it is not insurance m the s»‘ri,v* tliat die hedgt* is a guarantee 
against loss. A futuies inark(*t cdfers f>ossibihtiev iitinirni/ing loss from 
[irict* changes but chnes not necrssaiilv clirninatc* them altogether 'Hie 
risk incident to a decline in price on a terTninal elevator full of grain, for 
exiimple. is much too large for anv individual or firm to carrv without 
eouTtihg financial disiister. fmt through hedging in the futures market 
this large risk mav hr* spread over hiindn.*ds of different pcTsons and 
firms. Tb«‘M* .smaller hazards may !x* carrir'd by comjK*t<nit risk }>rMrers 
(S|H*ruhitors) who are es er-pre.setit in the market ana willtrig to assurm* 
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thpin, or fhrv niav l>y <JtIii*r who lo offset 

their owti and dirfeff*nt kind** fd prio* risks. 

But w'hiit is a hed^r? it is n»er#*ly a sale of a coiurnfKlitv for future 
dfdlvery which is cdfsel hy th«‘ t^wuership or purcdiase of a liko cpuirttity 
of the cash t^umcHxhtv (tin* a<.*faal physical product as distiiit>uished 
from futures i'outracis), Or it is the pttrOiaMr of a (.^>fnmodity for future 
dchvcrv which is rdlsel Ijy the Siilc of u like cpiautity of the cuiuinodilv 
ill the cash market. In a “iiutslicU'' tJir pruuiplc of ht-djiiirii! is that all 
piirc'hascs <n- sales of a coirinioditv an- ouM-t hv sales or purc hases cjf au 
erpiivuleut cpiaufity oi fut^ircs contracts in the sumc couuucKlity. 

The IwMiltpu^ of a cash IrariSiitiioii hy a fransactiem m tfre fiitiire.s 
markc-t is made jvtssihle hy tfic fuii that cash prices arid futures [irices 
tend to move ii|) and dosvn Ut^ethvr, Sinee most basic a^ric'uUiiral <c>in- 
fiKHlittes are liarvestcd oricc* e:uh year lint are csiUMuiietl throughout the 
ycNir. the* diffetencf* l>i*Uv<‘efi tlie cash pric'e ;»tkI tire futures price is 
Msiialiv ruatic up of costs of st»>r.i^e. lusurartte, and fiandliri^. Tins chffer- 
tMicc Iwlwceu tlie present and futures price is known as the "sprr.ui ' \1 
times the spread cnant'Cs as a r«vsu!t of various causers, siicfi as sfufts in 
dernand. elruu^es in waMtla-r c'oiiditiotis. and irovcrmuetil activitv in the 
market. spread t:anuot lon^ Ue i;it‘a!t‘r or less thiUi the cost r>f earrv- 
im; conuiUMhtic‘s from tlu* date ol the cash transaction to th<* month of 
dehverv VVTif‘tu'ver tfie spread dcsrates frerin tins amount, spcnrulators 
will tend to <“oir#‘ct tfre sitnatiou. If the* sprt^ad is jijreater than thf" cost 
of carryiiij* the commodity. sjM'Cuhilors will t<*ud to sell futvirr^s and l>uv 
cash or commodities. This will work to rcdiur lh« pri<‘t‘ of futur«*.s 

au<l faiM* the cash pncf\ thus Icssemn^ tfrr aniotmt of the spread and 
temlini^ to make' it ecpral to the cost of iarrvin\' the* c.s>mm<>fiitv. It the 
spread is less than the carryiny; cerst. the spt'culators will buy future's and 
sell 

Since lu'dijini; is the taking »»f an « s.u tK opjHrsitc positirur in the* 
futures market to that in the cash market, a loss m one market would 
Iw ntisel bv a profit in the other This lUav Iw illustrated as follows: 
Sines' the price of wheat uml Hour tend to mo\<‘ tOi»eth«T. a miller may 
bt*ds;e his ituctXorv SupjKrse tiuit ou Si'ptember S. a milh'r purcha.ses 
tO.(HX> bn.sfreis of whc'at in lire ca.sh m.irkrt .it $1.20 jxv bushel To heduc, 
he immeduitcK selb lO.CXX) bii.shcb of l>ect*mU'r futures at $1 26 |>**r 
bushel. The diHerenv.'c* *if ft cents is (he normal rarryinii a>.sl of whtNit 
m^i Imshel from SeptemUT until Di'ceiulwrr. The wheat is pnKCsw'd intti 
flour, which the tiull».*r .wdls *>« I.Vc'i'iulrcr I(» On that date the cadi prk'«» 
t>f wheal is $T2.T pcT bushel. The price of flour ha.s ruoMHl actsirtUnely. 
TTu' ftuUer will rtvetve $1,2.3 |K'r bushel for the wTu'^at W purchiji!M[H;l itr 
Si'pteinber. now tHurviTted into flour, a ios.s of > c<.*ut.s ^^rcr buslwT ituTud* 
ing carrying charge. However, he is obligatesi to tleliver 10.000 bushels 
to fulfill his futures urntract made m .St'pternfit'r. at a price <if $1.26 pc*r 
fiudtel, He will purchase this whesit in the cash market ft>r $l..2<k naaking 
a profit of 3 t'euts jki bushel This will oHset llw l<vss incurTcd by tlw' 
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sale of his September wheat at a loss of 3 <-ents per biishe!. Thiis tlw 
miller has protectf*cl hiirist^lf against a loss in tln^ salue of th<* wheat 
during the time he held it as inventors . Had the l>»*ci*ndw^r cash price 
bw> 3 cents greater than the anuaint of his futures contract, he would 
have lost that amount p<*r bushel in fulfilling Itis iutures amtract. but 
this would liiive btH'u offset hy a profit of a like amount {kt bushel when 
he sold the whtMt (flour) purclused in Sej)t<mlK*r \MnIe the miller is 
protected against a loss b<"cause of a det Hue in the pru t* of wheat and 
denied the possihilify of s|>eculatt\e profits in the event of a pnttt rise* he 
earns his normal profit from the function of milling wheat into flour 

1 o dt immstrate that the piocrss of heiiiiing is not a jM*rfectlv function¬ 
ing one. suppose that the miller in tin* 4as<’ iibf»\e sold his flour on 
No\ember l(l instead ol l>»Ht*mfH"i U), although he IkkI sold IVceinln'r 
futures at Sl .“2h per bushel when he pun based the wlicat, Sup|>ose that 
the cost of earrsing whe-a! was 2 unfs per bushel jH-r month. The 
No\(*mber <''avl» prn e was per bushel and Detcmljcr futures were 

SI.24 per lajsiM'l. ‘Mu* tniller will sell the wheat purdiase*! in Septiurdw:^ 
lor SI.2-1 If had cost him SI,2f) plus \ cents larrsnig c harge [)t*f bushel, 
resulting in a loss of 1 nut per l)uslKi In the- futures murkest be w'ill 
purc hase* Dr'cemln’r future's iti «nd<‘r to offset his sale* of I)<*cember futures 
Ui Septc inlM ? But his sale' of Dc'ic uifier future's is at $1.2f» per bushel, 
while his c urrent [)ur< hase of December future's is only $1.21. a gain of 
2 cc'iitjv per fmsficl Ills net gam tlu-n, will be 1 cu'ut |kt bushel on the 
liedging trarivai.liou If the future price had iiKreiis«*d m relation to the 
(ash pric* , the miller would base snffc'rcd a loss on his Inulging trams- 
action, 

It has fw't'n indicated that tlie cws'nersfup of an imliedged cotumodity 
involves an elt'inent of vp'culation on price mo\t finuits, and this i.s true 
even though the cominoditv is held only for a sfiort time, Kortnuatflv. if 
a futures market is avaiiahlc, the (mner of tin' ctuninoditv has the alti'f- 
native of passing the risk on t(» others Cdianges in vv<*atht'r ((.mditions 
during the planting and growing seasons ua\ firing rapid pTict- clianges 
as traders appraise these* dcNf'lctpments in the light of their effect on 
prosj>ecti\e prcMhiction of grain. Insect and disease ha/^irds, and cfninges 
in the level of huM'ness acfivitv also create prne risks, Hedging, therefore, 
rdfers an im^rorfant means of eUminaling these sirec ulative risks. 

There'* is atiother trnjxirtant advantage in hedging wliich deserves to 
Ih* mentioued here. This pcTtains to ifie ability to obtain op'ratiug loans 
fn:im banks. c*aii \m* Mvured much more easilv' agHinst a liedged 

comiTKKlity fn^cause banks recogni/e that the usstris of the hedger wdll 
not be impiin'd unex|XTfedly by adverw price,- inoseiTienl.s, Short-term 
CTcdit is important to procesisors vvho must purchase large (pjantitics of 
agricultural coriuiKKiities at harvest time and carrv’ tlH-rn until procicssi'd 
and sold. 

The general purj.>os<‘s for wliich hwJging in (xjrnmodity fiiturr-s are 
applied to businesses may fw summah/ed as follrms: 



n» 


BUSINESS ECONOMICS 


1. To p*irthas«?s or inventories of a ctwnrnotlin^ not covered by 

df'timl .\ale« of that lOinnKidity or iti» prcKbicts: 

2. To protect tmcov«'re<l forward sal<‘s of a coiTiriu>dily or its j^rcnhicts; 

3. T<» protect, or eam, arj €‘Xj)ec'te<i carryjiig tharge c»n annnifuliticx 

Stored; 

4. To protecrt or inquire a given priee for prospective or t*>tin»;itcd 
priKittctiofi of i rmiirKirlituvs. 

TIu? hedge in h -V and 4 alx^ve is ac<t;mpli.shc<] thrtajgh a sale of a like 
(pmntity of fulutes einitratts while m 2. it is accomplished through a 
purchase of an etpiivaleut ^(uaiititv of futures. 

APniSniX H TO CASE r^2 
THK K('.C M TrUFrS MAUkKT 

Eggs are used printariiv as food or as an mgredimt in tlie preparation 
of hxKlstuff. laipud, fro/en. anil dried eggs^ whii h (onstitute about 13 
p’r cent of pioduction, are utili/ed hv c«uiiinercial bakers an<I hv mami- 
taclurers of candv ami tonfcclions. salad tliessings, egg tjoikIIi’v. and 
siiiiilar proflticts. V little less than 3 per irmt <4 the total egg suppiv is 
bought l»y hatcheries or la id hv fajim rv to replt nish stocks Additional 
uses of I'ggs ar*' found ni the pn^paiation of feed. phannacrMitica! and 
photographie sufiplies, heather tanning, textile dyeing. ))ookl>imhiig. and 
ink matndacturiug. 

As a rule, eggs are void hv farnuTs to a local (xmei ntration point, such 
as a country store, egg buyer, cf» operative, erearnerv , or packing-plant 
statioh, These hovers \isu.dlv pass their aci umulatious to larger com ere 
tration |)oints. where' the eggs .u<- graded, packed, and sliipped in carload 
lots to the large iiMiters. 

Beiausi' a liandler wh«> accinniilates eggs for c arload shunnents usuallv' 
has A substantial inveiilorv. approsiinatclv tied u|) in each carload, 

it is u<lv antageitus lot him to sell a <i^>utrait for lutiire delivers <4 the 
eggs at the tune that lie stores thi iu. thereby insuring against a detreaw 
in piiir iluntig his puiod of owncrshi|> For the same reason, nianv users 
or distrihntor.s of large ijuantities ot eggs hnv futures contracts so that 
they may Ih' sun* of the availahiUtv t4 eggs tor their use (>r sale Such a 
purchase also makes |M>\sihle to them a noirnal nianufai turing or op 
erating profit and insures them against an increase in raw-matenats pricev 

The market for egg futures is traifitionallv an active one. with fluetua- 
tiotis registert'd monthlv, vvi‘f'kK. dadv. aini even funirU. Tfuue art' two 
primary r Lissev (4 traclers- ,sp culaTor.s and ht'dgers 41ie speculator finds 
tfu:* futures contrail to be snlfu'ientlv long term for him to make use of 
hix knowh^lge ami studs of the egg market. ,\cting on this studv. he 
iissunn's the market risk uh<Mi tlie hedger sells futures conttatis as a heilge 
again.st fiis unsi4d stix'k or wfien another fledger huvs futurm contracts 
to proteti lus .supply. The prrs4*nt'f‘ of thesi* spculaturs in the futures 
mark<4 in large numfiers. who are aUvavs wilhrig to hiiv and sell at a 
price, makes it pissihJe for the hexiger to piss on the risk of price* clunges 



PROFIT 


Egg liaridlcTS, wholesalers, and processors insure Uieir warehouse 
stocks against price drops over the summer period by seUiiig futures con¬ 
tracts on thv Chicago Mercantile Hxcharige. Con\erst‘l\, inannfactun^s, 
distributors, and others with future sale ctnnfiiitments, but without shwks 
of eggs, insure themselves against priet* iruT«‘av<^s In buying futures* Each 
has thus e.vrxiitt'd a hedge, the object of w hich is to liunitiale or redut-e 
bis price risk. 

The CitmiuoiiiUj YmrlnHtk, puldished h\ the CorrutKKlity KeMnireh 
Hureati, states that “studies of the results of futxires trading in eggs in X\w 
nearly thirty years since the C'hicugo Mercantile l*Achange was founded, 
(lemrmstrate unuiusoely that great benehts are assured for both fanners 
and the constmiing pnblu tbrongli the pric-r* stabili/atioii, insnranct' of 
noruKiI operatir^g profits and ri'clucecl eovts which rcsrdt from this link 
in tht> di.strilniting s\st(an This statenn iit lias l>een subjected to some 
criticisia ff<>m various sources On several oceasious when the priir of 
eggs has moved toward umisiiallv higli levels, speculators in the futun*s 
tnarket liavc' iu eii singled out as thf' eatise W bile spec'ulators make |X)Ssi^ 
lili' tlu' futures nuiikets. it is uc^t vertaiii thaf their role luis always bt-H^tJ 
one of bejjidits to those afieetec! bv the inark<’t 

AiniSDIX C i(> C \SE E2 
J KDbhAl. PHK.b M ITOltT riUVCIvAM FOb F(;CS 

t'nch r Sec'timi 1 of 'Fitle I of the Agiieultural Ve t of IfMS, eggs w'cre 
siij)portt'il .it pe r cent of paiitv until lanuan F Montlilv tin* 

pantv pntf was adjusted for vi asonal sariatJons liueh.'i.ves were, tlirie- 
for*' made bv tin* govcrniiienl at pritvs which were estimated yield 
^Jtf |H'T cent of parity. 1 lirotfgliout FiFl a support prui* of .la cents |vt 
do/c n at the farm vu lch'd this jveK'cnitage. 

The gciieial junposc- of all price MipjMjr! is to maintain thc' purchasing 
power cd agruultural products in relation to that of uulustrial prcHlucts. 
louring the' war rrncTgeuev. .support was used to stimulate produi tiou 
The program was eofitiniu'd as an aid leeonvcTsion to a pcMcctimc pro 
ductior, basi.s and to help .ivoid the p*»ssibibtv of lejM'uting the disastrous 
price decline's which followed Uorld War F 

The methcKl used to suppirt the egg market is at the di<£( rc*tion of the 
F-nited States Department of .Xgrteulture d hr rlfpartruc'ul s current 
{Vibe'S is first to pnrehasc dric'd e ggs from driers who ei rtify that tile's 
have* paid su[>port price's to the {iroduiers The program is ceiitered 
mostly in \nr|>liis prrx,luting areas, tin- midwr-st. and sbaub! Iv reflected 
throughout the couutrv It was felt thaf it would Iv- impractieahic to give 
individual sup|v:»rf to tfv* four and a half million farms tliAt rrow con¬ 
tribute U» the bulk of prcKiucfion. 

If supp)rt through druTs df>e.s not acbievi' the desired result, then pur¬ 
chases of frozen eggs will Ik^ inuide from breakers who have sirntlarly 
ct?rtifirtl to prices paid to the prtxhictTs. As a last revert, shell eggs may he 
{Hjrchast’d in areas not served by driers and breakers. 



40 


BUSINESS ECONOMICS 


In 1948, tW Ixiught tiu* of alv>ut 2/SOO.OOO eases 

iff s1m!!I 1 ftggs. or l.T fHT cTt‘fit fif the total production of that year, Tlie 
protjram fi>r lf)49 waA art #'Xtcii«on of the 11M8 pingrarn and continued 
on tru* iV><.*ent fmsis with a 2*cent preiniiim paid to produe<*rs who deliver 
their own eggn to proceAVors. I'he department hact hoii^tit, through April 
27, approximately 39*tKKM)t)tt [xninds of dm-d eg^s, <*«piivalent to 
rougldy cases of shell •‘ggs, 

111 puffing into elferl llie support program for eggs the d<‘partnwnf, 
through the Conunodity Credit Corpr^ratuui. offen d to huv in 
fpiautities dried eggs from driers in aciimlance w ith regulations set forth 
idan e- The department paid the dried a gg prcKessor $1 2f> p( i pound lor 
jxiwdered eggs in barrels or $1 28 |>er pniiid when piu kaged iit fonrteen- 
ptmmi C'<»ntaitierH, These prices ait' < ahulated to yield a price of >a t'^mts 
[wrr flo/f f» to pr4>dtteers on thtf assurrijtlion that one* case of sIk‘ 11 eggs will 
yield ten jWHUitU of egg powder. 'Hte at tiial result has a vield of ten 

and oue halt to eleven pounds of p4nvder per cise. ( c»n\r<juentlv. ifit^ 
profit on dried eggs is actually greater than anfiri[>ated In ord<T to take 
adv antiige of this t stra profit, driers have It luled to oiler <^uintrv pro- 
ducf'rs more tfian lo (t^nfs jrer dozen, whit ft. in turn, afltu ts (he cash pric'if 
of eggs in (diic^igo. 


Casr r, C i/) 

l"nr many years if has l»een flu* praitite *»( th<‘ I'nited States Post 
()ffi<‘e IVpartfuent to coutruct witfi pri\ate carriers for transporta- 
tion of thf' mails between tlic main pf>sl-of{ic(' luiiltling. substation 
jK)St oifkes, and the* railroad stations in various c ities. Hids for ]>or- 
formatUT of these services ate iisu.dix iusiti d bs the local postmaster 
through newspa[>er adsc’rtisemrnls and notiit'S posted on bulletin 
Ixmrds in [xist ofFn e hiuldings. These* announcenuMits solicit sealed 
bids from intcTested partu»s and dc\serifK‘ the c haracler of ihv .serv¬ 
ices in such manner as <hir.ition of contract, distance to be coxcred. 
fretpM'iay and timing «>f trips, t\}>e of eipnpnu nt, btnuhng n rpn're- 
iiients of jM’rsoniud, and provisions for nuHlifv ing the C'ontract during 
its lifetime. 1 hcs<’ contriicts are iisnallv awarded for a period of four 
years. The suceessfvil contractor is rccjuired to furnish eepupment 
i^mforming to s)HH'i(icalions in the announcemenf. |HTSonnel Innuk 
guarimtt'cing jM^rforinance of sc^rvirc. and all materials and suppliers 
netvssary to fulfill tin* c?ontriict. In thc‘ large*! cities the cHpiipment is 
so s}HH:ified as to prohibit its nsc^ for anv other pur[HKe without some 
aIttTiUions. Frrrjucnlly. schedules do not jHTinit a vehicle to 1 m' idle 
long enough to lx* useful for other purpises. 

In Scptrinlw'r, 1929. Mr. C. C. VVckkIIcv \va.s sumvssful in securing 
a four-year omtracl of this tyjx‘ in a large citv in northeni New York. 
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Mis contract called for tlic provision of fourtw^n trucks var\-ing in 
capacity ironi one-half to two tons. Thcv \v<*n* to Iw ptiinicd olive 
green in c*olor and Ix^ar the inscription in gold lettering “IhiiUnl 
Slates Post Office/'folk>wed b\ a serial ntnnlKT to Iw assigiUMl to each 
trnck. Bodies were to he c'onstrnctcHl of u'f»d or stf'cl and provide 
protection from the elements. All l>odies \v(Tt‘ to 1 m‘ e(|th|)(M‘d with 
dm)r.s and locks, Mr. VV(KKllev purchased eight of the trucks frotn 
the pn^x'ions contractor and six he |}nreliast‘d new*. 'I'he terms of llif*- 
('oiitract proxidetl for a coin|M‘nsation of S2S,5oO p(T vear fur four 
vears. The contract also provided for additional ('omjH'nsalton for 
inilrage <*i)vcred it» excess of that stated anti penalties for failiin* to 
jx'rform tlie r<v|nijrd mih^ige where such faihne was not lievond 
the ctmtro] of the contrac tor. 

Mr. W'oodicv personalK ‘^upervived the o|>erations \inder tln.s 
eontraet. During nisli hours and wlien tli ive rs uctc* absent, he aeted 
as a tlriver. lie r(*tairted st'veral (hi\<r*^ ein|»lt>\t*tl by tht* foimer 
conlraetor, st) that ht' had a erew uf five lulbtirnc* drivtas. who 
vvorkcnl tv\(‘Ke hour shifts, and sevcai part tinii^ drivers. One t)f the 
pait-^tiine drivc'is also served as a garageinan and meciuinic. Op'ra- 
tions lH*iian on Jannarv 1. UWB. 

In SepteinlH*!. 1^^Tb Mr, Woodlev was again the snetrssful bicUh^r 
for a sec ond fonr-vear p<‘riod iH'girifniiig fannary 1. IU‘k4. 'I'he terms 
of this ctmtrac’t were idcaitical with the contract executed in Septem- 
IxT, 1929, wirii the exc eption of compcmsalion. 'Fhe new eontraet 
tailed for annual coin|H=-nsaiion of $27,2fK), although .sevcrral miles 
jXT dav had bixm added to the total distance* traveled bec-anse of re¬ 
location of one <tf llu- railroad stations 

At tlie time cd renewal of the contract Mr Woodley, reviewing 
his exjjenses of opTation, noted that he had Ix en paying a ))nnniinn 
of S'lJfM) per vear for liability insurance' cjh his fleet of trucks. This 
insurance was written by a large and rf»putalile insuraiu e ewnpany. 
During the pehcxl of coirtract from jamiury 1. 19‘i0, to Deccnil>er 31, 
total chiinrs had amounted to S1.7^i3.25, all of wdueh had Ix^en 
promptlv' [Kiid b\ tire iiivurarux' company None of the elaiim bad 
involved a personal injury, and the largest single claim amounted to 
?h356.75 This claim had resulted from the txdlLsion of orre of thr? 
tw'o-ton tnicks with another truck carrying several large pieces of 
plate glass, which were broken, Tlie average claim w’as about $25, 
and almost all the damage was the repairing or replacement of 
fenders, headlights, or doors. All Mr. W'ocKiley's trucks wer^ 
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ecjtiippccl with governors, wliich permitted a top speed of twenty- 
five miles per hour, tlie official s[km?<1 limit of the city. None of the 
opi^rations exInidcKl In'vond the city limits. All trucks were* kept in 
goexJ mechanical condition and were ins|>t*c:ted semiannually hy the 
Accident Division of the r>c*[mrtiiient of Piil)lic Safety. C-ormiiercial 
veliicles W'hich passed suc*h tfst.s werr* insnrahle at standard rates 
regardless of age. Of the eight trucks pure liascd frfnn the prec ious 
cofitrac‘tor, six we-re new' in 1927 and tvs*) in 192>> All other trucks in 
the fleet were piirchast'd new in 1929 hy Mr. VVcxhIIcv. TIktc* had 
Ikh'H an annual turnover oi about 59 }m‘i cent in tlu* crew of drivers 
until about the f‘ud of 19)1. after which tin* rate had dropp<*d to 
alwait 10 per ctMit. rhis was attrihutt*d to the scarcity of jobs IrcTause 
of deprf*ssc<l economic c'onditious. 

Kflective Januaiv K 19-VI, the insurauce coinpanv incKMsed the 
annnal premium i>n Mr. \Voi>dle\ ‘> liabilit\ iicsurance to jy r 

year, lii addition, the rate 4)n his performance bond was increased to 
S2H5 pT year Iwcause of an increase in the nmnber <»f business fail¬ 
ures. The atitcnnobile act ident rate had increased in this cit\ in the 
previous lwM> years, and the rate of dtMths per thousand, attributable 
to autornol>ile ac cidt'nts. had iniTeased about 2.5 pu* c’cnt i»> tbe first 
six Tfumlhs of UHI compan‘d to tbe same pe riod of 19>2. The agc'nt 
oi the in.siiraiH^* ('ompans snggrsted an incrc^ase in Mr, Woodles s 
liuhility limits In’cause of the iuereasing tcudeiicv on the part of 


FsIliiMf I 








S'l 

IT uv ".j* 1 H'2 




f.'f'Ho. 



iy*s 

... 

Him ei pin 

$: 


I 2 s.i» 7 :i W 


S2.S.r,70,(X> 







SjiUrK'i^ 



$n.4anix> 

m.ion.on 


t.*nlnKiv tTi- 







4 .mow 


I.TlXnXl 

•1. 700 no 








hrir: Aiui tiw If, 



on 

\ ,a< w>.no 


CmruiP' rrta 



}.4fX) (V) 

i.rtxroo 


ilttSr A»«t ‘'ll 



:i!nnn 

:»07 tx> 


t vpiin 

1 ,7(t» 


i,7«fnoi) 

l, 7 fX),(W» 






(X> 


tti'fmtrvt 

ikiSi nil 


w 




IT.MK) 


irMK) 

J7:>rx) 


TotiU r.t- 









‘J2.0S2 00 


22.250 00 

Nrl Pofit, 

t fi.tTK Otl 

S ftMH m 


f 0,32:4.00 






PROFIT 


43 


juries to grant larger awards in cjives iinoUing pi^rconal injurk-s. 
Several divisions had In'-eu in i xwss of S5.(XJ0 for jxMSonal 

injuries where the victim was not totally tncapacitatcx] 

Mr. \Vo<k1Iov wits of the opifiion that hr wahM !>♦' better off if he 
canceled his insurance and set up a rest'fM* (»( the first veai 

and $1,(KX) to S2,(XX) ear/h vear theieaftei. l^xluhit 1 sliows a coie 
densed stak'inent of profit and loss for the years iUJO tfirough IVI‘52. 

OriMii>\s 

1- Woiiltl \ou nv(mir!irud that Mr M »UMlIry caiufl In', insur.inee aiid 
a>sun»‘ Ins own innlt rv i itiniiy M hy*' \\1 mI rfi»M wonltl this have 
upon his prohts-' 

2, Did thi' [Unfits of Mr W'nndK v anM‘ from risk iKaring? 

Crtsr 14 w\iu\(: i>i:vi:!A4^\ir\r coHP(m,\Ti^^^^ 

hi I'Vhru.oA. 192^), the Waring (.oil and f'ouidrs (.'liih was in- 
«‘Orjw)rvit(‘<i ujnlrr tlir laws o( the slati' <if Ne\s N(nk loi tlie ptirpose 
ol operatini: a puhlit pas-us-vou-plii\ golf lirtks. At the time of in- 
corporation there were tlirre stoekholders, who were also the o{fic<TS 
of the (’oi[H)iation riie coiporation was authori/ed to issin^ fi\e 
thousand shares ot st»K.'k of no-par vahie. and tweUe shares wiu'e 
ittitialK issued Fi\ i* were held bv the presiihuit. five b\ thf* secretary, 
tiu<l two bv the treasurer, llu* cc»rpoiation liad no assets other than 
a sinail amount <rf cash contributed by tlie presulenl. I he main tk - 
cupatioii of the president was thi’ practice of law. The secretary was 
a son indaw’ tif the j>rf’S)denl. and the treasurer was an older son ol 
the president. Non<‘ of the ollicers planneri [x^rsonally to oi-K-rate the 
golf elnh. This was to Ih' done lyv a paid manager who was hirer! at 
th(' time of incorporation. 

The projMTt) w Inch tire cor|xiration planned to 0 |XTate was adja¬ 
cent to a large city in upstate New York. It was wned hy a real 
estate pnmiotitni company whic:h had purchased it as part of a larger 
plot in earlv 1920. This company had intended to develop the entire 
area as a residcuitial suburb. The popiilatimi of the city was al>out 
250JXXf and, iKxause of its strategic geographic^al and industrial 
lix'ation. was Ixliesed to [k»ss«?ss potentiality for sul>stantiat growth. 
The original plot acquired b\ the real estate C'orripaiiy contained 723 
acres, and by 1925 approximated) 20() acres had Ixen cejnverterd into 
a residential area. 
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Orw? j)arw4 i^intaininj; 320 acres had nf)t Ixvn suixiix'ided into lots 
afifl wait l\inK iUlo. Tlit* north and Wfvt lines of this tract adjoined the 
city line, and the ciitirc parcel was hounded In city and t'Oimty high* 
wavs fif first-class surfan*. Eaii) in 1U25, the real estate cumpuny 
leased this plot, on an atutual basis, to a group of individuals knowai 
as the Highland (#o|l Chib, who iin(lert<(K>k to make sufficient irn* 
provenu‘itls to use tla- property as a golf c-o»irs(\ Iii 1026 the lligh- 
iunl (»oll (,‘lul) obtained a lease lor five years and completed an 
<Mghteen hole eonrs<*. Th<" impniveriumts were of the c rudest kind, 
and the chil^ cali'red to a sinall [Jutronage, (iia f.*ns were eonstnicted 
by merely scraping flat an area of earth and planting bent grass. 
31ieir <»|X'rations were liiniltal in s<.'t)pi\ and in 1927 the Highland 
(lull failed. Ihe f/dlowing \ear the cotirse was IcMSrd to an 
individual by th<* real t*state ('ompany, but this lease was not re- 
newf'd for 1929. The Waring (*<»lf and (amntrv (dub was formed 
and leased the pro}K‘rtv for a |x*ruKl of five* \eais. 

hi August, IfiiO. (he real estate coinpanv whkh owned the prop- 
f*rty was ch’clared liankriipt. The pareids to the north and east of the 
golf elul) wtue sold at a bankrupt sale and were leluinr^d to fanning 
o[H'ratH)ns from which they had never been fullv rtmioved. The golf 
dnft pfO|M*rts was |mr( hased at this bankrupt sale f)v the president 
of the Waring (iolf and ( onntry Chdi for a cash price of $6,3(K) and 
tht‘ assumption of a first mortgage of S7,100, held bv the Fc^dcral 
Land IJank of Springfield. Massac hitstits. Tht‘ cash for this purchase 
was supplied by the president ]xrsonal|v, 'Fitle to the land was trans¬ 
ferred to tlie Waring IVwt'Uipnimt (lorpaation, which was iricor- 
(Hinited for tl>i‘ express purpose of holding the land This eorjwiration 
w^as authori/.«‘d to issue five thouNand shares of no-par stock. Tlie 
officers w-cie the same as those of the Waring C;olf and Countrs- 
(dtib, but tlie stock w as held by the presiilent, Ihs wib*, and their six 
children, eacli holding one share. The mortgage was leplainxl with 
one held by a liH'al savings bank. I'he terms of this mortgage called 
for a reduction of the principal tif at least $2(X) jwt vear pavable 
ammalK. Payments in cmtvss of this minimum amount winh! 
made at llie option of the mortgagor whenever interest pavinents 
were ukhIc Interest was due ipiurterlv. Favinenly in exet^ss of SLfKK> 
ill anv one vear incurred a penaltx of one-half of 1 jxr cent of the 
total amount [>aid 

V[H»n inev>i |H)ralion, the W aring IXwi hipment Corptiration leased 
its prnpTtv to the W'ai tug Coif and (aHintry Club at a rental of one 
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dollar per year. Tlie Waring Golf and Coontr)' C'lnl) agrt^ to make 
all rwjuired payments of principal and interest on the mortgage. In 
addition^ it agreed to pay all costs inaintenunci^ of the prr)pert\% 
incUiding insurance and taxes. Whatever e<|inj>ineiit was necessan* 
to mairdaiii and 0 |H‘rate the cluh as a business vsas to Ih* provjdtxl 
by the lessor. 

In the years foUow^ing the ptirchasc of the property bv the Waring 
Development (.orporation, aiiriost all the piofits of the Waring Ciolf 
lUid ('onntry Club were used to improve the projXTly. Thtw iin- 
prosenieiits wen* undiTtaken at tJu? option t»f tlie Waring Odf and 
(.ountry (’Iuf» and were not ajmstdeuxl as payments in lieu of rent, 
hi addition. th(‘ president of the latter eoipfirataui made cash eon* 
irillotions to the firm lor tire juirpm* td makiitg improvements. 
rhe‘se eontriliotions art* sliown in Fxhibit 1 No (contributions wwe 
made afUrr 
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That portirm of tlie profits of tlic W aring C-olf and (aMinlry C’lul) 
which was applied toward improv cements each vear is slj(.>wn in 
Kxhibil 2 , 
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Any hahince remaining as net profits each year after expenditures 
on capital iinprnvr'Tnents and payment of taxes w as turned ov(^ to 
the president erf the Waring Orff and Oiuntry (Mub. He (Minsidered 
such pasTTients as partial ni»payment of his original cash contribution 
of the purcliase price of the properties in addition to the numerous 
cash ctnitributions he had made toward capital improv ements, Frcjm 
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tlte time of iiH orporatiOTi until 1936 such [)aymcnts to the president 
hiid IwH'tn only lUiiniiia). Exhibit 3 shows the fK*l profits, after taxes, 
of the Wariiiij Ciolf ;uk1 Cc^nntry Club from UBT to 1942, whtm op¬ 
erations were suspended beeauM' <»f the impact of World War IT. 
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In March. 1940, the Waring (w»lf and ('oiintis (!lnl), Inc., riv 
opetied foi business During the wartime shutdown the |>roperti(vs 
had Iwen tnatntaiiie<| in go<K! cf»ndition There had been sonu* revt*- 
inn‘ from tlu’ rental of seveial fniildings and this bad prai.ticallv 
covered fised expenses 1 he iicf'd for (ash had l>i‘t'n met from tlu‘ 
jHTsoiml bimls of the president With the rt'OpeniTie lor bnsiiu'ss in 
1946. rales were ad|iist<Ml upward in hiir witfi risiiiL: pritrs. Exhibit 
4 shows a condense*! profit and loss statranent lor the Waring (iolf 
and Country Clnl). Ine , lor the vr ars 1946 tlmaigh J94S. 

In March. 194S. the po sideiil ol the Waring Ih'selopnuait C!orpo- 
ration was approac hed by a real estate deselopmcnt (‘ompanv of 
Detroit. Mic higan I his coinpain proposed a joint des tdopmenl of 
IIm^ LukI owned bv \\ aring D<welopiiK-iit (lorptuation as a n*siden- 
lial area l‘he serious stiortage of housing and tlu' excellent location 
of the Waring properts ailorded an ideal opportunits lor housing 
dev(*lopiiient In adilition to the expense ot constrncting dwelling 
units, there would be ln*as v r \|HMise lor the purpose of laving water 
mains, paving stri‘i'ls. etc' Kstimatt‘d profits, if the undertaking w'ere 
successful, would ha\e amoimtcHl to approxmiatelv $290,(KK) each 
for the teal r-state c ompans and the W’ariug Devedopment ( airpora- 
turn. This ofl(>r was rejec tcsl fK-eause of the large aiTM>unt of capital 
contribution w hich w tuild }ia\<‘ fn en recjuirt'd of the president of thf> 
Waring Ikwelopment (’orjH>ration. 

In junuars . UD9, the vice president aiul {XTScuincI director of the 
largest industnal corporation in the cit\ approached the pri^sident 
<il the Waring corjK>ratu»ns with a projxxsal to purchase the projH*rtv 
and ixpiipment of the two ('orporatioiis The industrial corporation 
eniploved alxuit six thousand jX'rsons, many of wdnun patronized the 
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W.irui^i (i{)H imd Omjitrx < liil*. 1 h«' t'oi|H)r.i(inn dcsiri'ii tht‘ [)n»|>* 
rrty for thr piirpovt- oi (‘oiiMTlint; it into a n t iiMtiona! C(‘nti‘r fur 
t'xrhisjw wsr f)f its own oTuplovrrs. An notial oflrr of $225,(KK) in 
Cii,sh was triulnr<*d for l»otl) thr opnatini^ uikI laml liuldiri^ (urpura- 
tions of W'arinii. I lR’rt* was nolfiini' to inciit atc' that tlii.s oHni was 
final. 

In ctnisklrrintj tht* oih’r liar |m'si<h*nl fit tin* Warini; <’or|>orafiom 
noted that he was not artisr in tlie nianam nirnt of tl»e liolf liusiness 
The paid inaiiayi'r. hired in 1929. was still with the cKih and his sen - 
icos W‘er<‘ ver\ satisfaetorv. 'Ilie ridini; stables, restaurant, an<l bar 
were operated on a t'fuu'es.sion basis anil entaih'd no problems of 
niananernent other than the fa-cnrini; of com essionaires cKrcasionally, 
The trend of profits sinct' the reojieninj* of tlie eliih in 1946 was 
notiti»ably upward, and tlu^ president was optimistic a(>oiit a further 
incrciLse in tlie future, since accimimcKlatians were Ixdng prepared to 
handle additional activ ities. 
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The Imlutic^ sh<*c*t of tlie Waring I“X*veloprnent Corjxwatton 
jihowird usHttfi of and liafiilities of a like ainoiuit, of which 

$fVKK) was chu* the picskh^nt of the corjxiralirMi [x-rsonally and the 
baUoia!' of $73()() iepre?»rnUd the origifial anionjit of tlie mortgage. 
Tin* mortgage’ had actually U'en rcdiicrd to $2,350 l>y januarv, HM9, 
of winch l*ad paid from tlu* [M'lsonal funds of tlic prcsi- 

<fent. No entries had been nhule on the books f»f tlu' cr)r})oration to 
sIkiw tins change. On the ad via" t>f the president the Waring (ioU 
and Oonntrv (lub had not paul (Ik- anrmal rental ol one dollar, so 
that the Iwxiks ol the coi|Hirati(tii showed no transactions since its 
organ i7.at ion. 

r lias*’ you iiTjv (litii tMus ot th* aimuifit'^ shown .i*. “nt't profit l>efr>re 
tasi'N" m Kshihit Af Would vou kuk lhat thoM* <»mu«'s opreseut the 
correet 'Varnings' ol the* W aring Ca;lf and (anintr^ ( !m 1>,' .\re “'probt.s” 
and earnings ‘ sviionvuHMis? 

2. If tin* Waring I)e\eloprnent (airjKiration vver<* fawned hv jiarties inde- 
peniient of the owTirrs of the VVaring (hdf and ( otnitiv ( luh. svvhiUI 
the rental other than one dolhii per f Sn[>jx»se that under such 
independent invuervhip th** leav were on an annua! basis, WouUI the 
rental Ik* tised at llie same rate for tie* years luth, IhlT and I^IS? 
Wlmt ehiet would this has* upon tl»e pri»hts as slmun (he statement 
trf profit and los.s:* How unuh rent etiuld the Waring Ih vr lopnient 
(a>r|)oriiCion fditain from the Waring (adf and (j>unti\ (.‘lidr assutning 
the tsvo corp*uations !o he ind('|H’ndefit ol one anotluT. 

3. W ould sou reeomtuend that the saU* !»*' made mi the terms j»rojK»se<l? 
ll vou lecommend a onmteroffer, what prite woidd vfMi suggest:* 
W liv ^ 

C ove / o; 77//: \i:r pex costr wr 

The Nep Pen Company was oi-gani/ed in 1915 to nuuuifaclurc 
fcMintain jH’us, From the fK’ginniug it was the jvdit y of the compimv 
to prmhice onb a high-ipiality prcKhict and to pi 111 :’ it accordinglv. 
All manufacturing o|>er:jtions were curried on in the company's own 
pbnt. No attempts w'eie made to comjx'te w’ith other pm manufac¬ 
turers on the basis of priix*. rhis pilicv had proved successful, and 
in I92I tlw' n»rn[»anv undrrtcM>k the manufacture of mcclianica,! 
[HmciU under the same a>nditions, 1’he same year the tmmpanv 
Ixt'amea subsidiary of tfw’ StulUmerv PuHlucts Clorimrution of Amer¬ 
ica, luit tin* parent ami[>ain made iu> effort to interfere with the 
inanageinent of the Nep Pen ('ompanv or any of its pdicit^s. llie 
Nep Ptm (^ompuus omtimicd to praspn and during the I920*s w as 
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selling its prcxlucts in a nntioimt market. Its pnxlucts were marketed 
under a brand name and enjoytnl a reputation oi high fpiality. It 
sold its prcxlucts dircx't to retailers through its own sulesmeii, who 
were conijxmsated hy s;dary and coiiimissiofL It had also dc^vclojxnl 
an efficient repair s»rr\itc. which was maintained at the factory. 
VV'hile the management of the wmpaiiv wa.s rather tHmservative, the 
t'ornpany had impnrved its pnKlucts bv the de\*c*lopment anti use of 
its own and other patents and the use of new matt'rials. 

I’ollowing thr" mmomic eollap.sc of 1929. tlie company continued 
its earlier sales |M»lici«^s Imt ojXTated at a siuirplv lediux^d lewd— 
at a dedicit in 1932 and ]9'k3—-but made no retliictions in price of its 
j>eris and |XMicils. \ Irss exju nsivt* model of its jw*n was placed on 
the rnarki t, hut this was w ithdrawn in 19‘i5. The cornpanv, while 
still known tor its high quality prtuhkl, slippeci from third, in sol- 
time of sales, in 1929, to sevtadh in 19tt) Dunng th«* second World 
War tlu* cotn|Kiii\ ohtaiufal gnscrniiK^rit (‘tintracds for its pen and 
pencil and dcwoted its imnsr-d (apa<*il\ to tin* m.niufaettire of time 
htses. It also operated a fus« plant in another c•it^ for the govera- 
ment during thi> jw^riod. hut this operation was dTopjH'd at the eml 
of the war. In Ui lli tin* (sanpaiiv expanded th<* rnanufaelunr; of [wms 
aiul jKMK ils to ( apac’itv and ( njoxed very profitable operations. In 
capaeits was inerc'ased about 19 jx'r cent |iy the addition of 
new equipment. In tlie spring of lf>48 o|X*ratioiis witc reduced to 
alK)nt 70 pc'i cent of cupacitv In'cause of a deeliiif' in demand. This 
decrease was attributed to the availahilitv of othri-<}iiaIitv pMis at 
lower prices, hut the inanagt'iiient of the Nf‘|) IV ri (iompanv gave 
no indications of rcw ising its prices flow'nwaril At current prict^s of 
materials and labor, tlie cornpanv could operate at 5^5 per cent of 
capiicity and break eseii. 

In Febmarv. 1949, .Mr. James Wilson accjuired t rintrol of the Sta- 
tionerv Products (airpiration. F.vamination of the arirmal rep>rt of 
the Nep Pen Onnpaiiy disclosed to Mr. W'il.son the decline in tlu* 
company s relative share of the fonntairepen market and also that 
the company was ojx;ratifig at alxnit (f) jxt cent of capacity. Mr. 
AVilson ealh'ti a meeliiig of tin* exe<*uti\TS of the compafu^ for the 
purpoM' of improving the profit jx>sitkin of tin- subsidiary. He learned 
that the trom|Xinv had not made a radical change in the apjM^arance 
or TOristnictifin of its jx*ii;s or ix’ncils siniT lfM2. At that time an im¬ 
proved Klling mechanism was intnxluced, and the barrid, cap, and 
point were streamlined. No s}>eciai advertising was undertaken at 
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the tirm* of iotrtHliicliou. Tlic ciompariy followed an advertising pol¬ 
icy of desiTibing tla* naxhanicut ojx^nitions of its p*.^n and its siiptrri- 
ority over the jx^rforrnanc*' of coinjK'tiiig |>ens hut had vised little 
emotional appeal Sirux* the intniduetion of this new nKalel the niim- 
Iht of [H*Tis nrturncxl for repairs liavi declined alnvut }i) |K‘r ct'nt, 

Hesearch in engineering and design was larrii d on h\ the com¬ 
pany engineer W'InIe this official had constantly ex|K-t inienlc‘d with 
Vtiriutions arnl profKvsed irnpniveirienls, he had lu^ iriuni diate plans 
for a cliange in the present iiKKlet Mr. Wilson with interest 

that, althongli the engineer had exj>eriinenletl with many 'liall- 
point" {M’lis. the eoin|:)jinv had not atteinpt(*d to |)ro<lnce and market 
MU^h a [H’ti- 'Hie ^-ngiiieer I'^diesed that the halhpfunl pi n which he 
ha<l prodinx'd exjHTinientallv was as good as an\ on thi‘ market and 
superior to some If svas not jilacevi on the maiket, sinee t!u- presiih-nt 
of the comjuny felt it did not rneasute np l(» thc‘ visii;il slamlards of 
tpiahtN fur whicli tfie company was wi ll known Mr. Wilson was 
aware that a large immUx of these pens hail heiai sold and ladii'ved 
that u gix^l lmll-|Mnnl jx*n, if placed on the maiket in a short time, 
would put the f’oinpanv liack in a liighh profitaMe j>osition m the 
near future. He therefore strongK urged the management to nnder- 
takf^ the tnarmfai ture and Side of iialhpoint {m us. I o tliis pio|)osal 
the niunagemeitt strenuonsh olijected on the grounds lliat it would 
lose luotiev rath<*r than show a |)rofit. Mr. W ilson then reijni slixl 
that the piesident of the t oinpanv prepare a report on the market 
for haII-|Yoint jkiis and snfiinit it to him at tin* earliest jiossihle date. 

W ithin a v\ e<'k. the pn^sident of tlie Ni'p Pen f ompanv siihniitti’d 
the following rejK»rl: 

Tile luilh}KMut jH*n was intriKluetMl to the Amtnican market in 
Novemln^r. UHo. hs the Hesnolds International IVn (Vinipanv of 
Cdiieago, Illinois. The first sale was ui \ew ^ork ('ilv, and in the first 
Week ;K1,(K)0 had In’cn sold at the intriKinetois price of $12,50 
e%uh, 1‘his [wu Inul a tinv halMn ating jioint, was guaranItxHl to 
write at least two ve;us ss ithout a lelilling. and would write umler 
water, on pajHrr. cloth, and Idotlers. Tins p‘n wa.s e\iunin<;d hv the 
rngituxM' ot the Nep Pen (^nnpaIl^^ w ho iK-lu'Vtxl tliat the jkmi eoidd 
Ik> poKlau'd for alKMit fifty tt‘nts if priKhiaxl at a rate of 10,(KX) 
j>ei day. 

For the first six months of the Reynolds Intenralional Pen ( iom- 
pan vs existence, ending January it rcfjorted sales of $5,- 

074,.;129 and profits, after tuxes, of $C558.(i(kS, The original finest- 



PROFIT 


51 


meiit in tills ctnnjMiriy was estimated at alvimt $2(WK)0. Early in 1946. 
the Reynolds company aimounwl the purchase of a new factorx^ in 
CTiicago to increase output to 3(),0(X) |m?iis day. 

In May, 1946, a rival company, the Ball Pen (ajinpany of Los 
Angeles, (.'alifornia. plat'r d a lmlL{>oint pi'» on U»e market to retail 
for S9.95 It r<^jK)rtt><l a Backlog of :>50JK)() orders. Another rival, the 
S. Buchshauin and (orupany of flhicagf). Illinois. phux^I its hull- 
jK)int pen on tl»e market to sell at $12.50 each, and .stated that it 
exjK'Ctf'd to st*!l 150.0fX) pens the first sear. In tlie same month the 
Kirnl>rr!t v (^anj)anv of Los Angeles, ('alifornia, produced a 
hall-point pen to retail for $12.5f> and rc*|)ortc‘d 25().(KX) orders <mi 
liaml. The \V. A. Slieafier Pen (amipanv of I'ort Madison, Iowa, 
aiinonnt t <! it would liase a lialTpoint p*n on the nmikel in tlu* fall 
of 1946- rhe Parki r Pen (lompanv of jarn'i»\ ille, W'istwisiii. was 
silent on its phuis for a hall-ptiint pen. 

In julv. 1946, tin- lii'vmdds (^nnpain put a ii<»w elieaper mod<4 
hull-poitit |M»u on the inarki't at $5.S5. This ssas the* low<‘st price tui 
tile market I he original j>en was kept on tl»r maik(4 at $12.50, hut 
the August, 1946, shipments of this nuxlel wtTe onK 125.0IK) coni- 
pare<l to loO.tKX) in june, 'Ihe president of the Reynolds (.ompany 
attrihntr'd this (let 1 me to tlu* usual summer deeline in hnving luit, 
at tile same time, stated that the elieaper ino<l(4 was put out Imtuusi* 
coiuju titors Nvouhl s^um apjx'ar with eheii|U'i ]H*ns In St'jitmnhc'r, 
19*16. the ReMiolds Loinpanv r<'|)orted a profit of $2,678,Si5 ft>r the 
first war s ope ratiems. 

In Octoher. 1946, Kversliarp, Iik:., pul a halhjxiint jwn on the 
market at $25.00 plus tax. I'he t'ornpanv. at tlu* time, was produc ing 
.40,(KX) pens per dav aiul was Siikl out foi mnnths. In the same month, 
the Eagle Pencil (annpans put out a pen for $J().(X) and was rc^jxirled 
to Ih* .sold out until w (dl into 19*17 During tlie fall of 1946, new com¬ 
panies poKlucing hall-]xlint ptms w*ert‘ roming into the markH 
weeklv. 

During the .summer rrf 1946, the Re\ nolds (aMnpany cut tlie price 
of its S5.65 pen to $-3.85. In Fehniars, 1947, the nmipany put out 
new nuKlels of tlie jx'n to sell for $2 69 and res|K*cti\ely. hi 

order to clean out his stixM of ohsolete $.3 8.5 [ums, he sold them to a 
jofiln^r at a price so low^ that they could In* retailer! for Sl.fX). The 
prices of these olisolete pens oj>ened in the retail stores at 9S cents 
and fell to 84 cemts within a few days. The* demand at this price was 
vers' hf*avy, and the Reynolds Company rc-surned prmliiction lyf the 
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o!»u>icte niixlel at a rt pcjrtixl rate of 80,(XX) pern |>cr day. The penis 
sold for kss than 81,00 all over the Uiiitenl States. By Si'ptemhen, 
1947, these* jMMis were sidling in retail stores for 69 cents. 

The st'conil week in Septcnnlnn, 19^17^ the Re\iioI<ls Company 
olfercil its factory for The reasons stated for the offer for sale 
wine tliat Mr. Iteynold.s, the founder of the company, wished to 
det'ote more of Ins time to aviation interests and alsi> to convert the 
assets to cash to avoid tax difficulties in case of death. 

In May, 104S, FAersharp, Inc,, re|M)rted a deficit of $3,416,985.23. 
'Ilie hlame for this defic it was |.)lac<^<l upon the experiences with the 
halhpnnt |>r‘h 'I'hf' company had .sj>ent heavilv on plant to meet tlie 
demand wlien the pen was placr-d on the maiket. It had lost money 
replacing tlie insid(*s of the jiens free of charg<‘, 'Hh* (xirnpany had 
put out a jX’U to sell for $15,(H). This was similar to the ukkIcI pro- 
duced earlier for S25.(K) The $I5.(K) j>«*ii was reduct^d to S7.95 early 
in H148, and a new' model introduced for $5.95. 

All the coinpanif*s prrKluciug halFpoiiil pens had rMinu*rous com¬ 
plaints alKiut the mechanical defects and failures of these pens, 
While* the ji<*ns wen* prodiiceil under several patents, thev ojierated 
on alxmt the same principk* of filling and flow of ink to the hall 
|)oint. Even the lx»st of .such p<ms were subject to sudden failure. 
Earl of the diffieulty was atlrilmted to the comjKisition of the s|M*cial 
ink rei|tured and part to the engineering of the pen. The biill-poinl 
jX'n which the* Ne[) Fen C’ompaii) had produced in the laboratory 
was subject to these same criticisms. 

The president of the Nep Fen Clompany pointed out to Mr. Wilson 
the exjH*runut*s of EM*rsharp, Inc., and strongK objected to tinder¬ 
taking the manufacture of ball-point pens. He doubted if a suffi- 
<*ientiv large volume amid Iw* sold at present pricx^s to show even a 
nomial markup. Wliile he favort*d no aggres.sivt‘ move of any kind 
Ikthusc of the coinpiuij’s exjH'rienc'C during the depression of tlie 
thirties, he proposc*d a promotional campaign to increase demand for 
the pirsent pt*n rather than the intrcKluction of a ball point pen. 

Ql-ESTIONS 

1. IX> \xm agree witli tin* president of the Nep Fen Conn^any in recoin- 
nu'iKlmg ,ig,unsl tlw' introduction of a balbpoint ix*n? Why? 

2, was the nature of tla* profits uf the Reviiolus luteniational Pen 

8. IX> you lx4ievi‘ tlwil timing of intrixiiiction of a ball-point pen was a 
factor in the losses of Eversharp^ Im.? 
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Tuf I’ftAr'iic Ai ini|x>it.iiKT of niKltTst;nidii»s; (.Irniaiul is f'\ idnit from 
tin- f:u't tfiat tlu‘ iiu-ijrnr of iiearK all l»Msii)**ss firms is 
uj>()ii tlu* (loinaml lor tlu* ^oihIs or sc*rvir«*s which ihcv sell. Ih'inaTiid 
calc ulations an^ reflected in the opc^ratin^ plans of mtJsl companies 
which art' based on c'stiiiiates of sales. Sah*s bmli^ets—as well as 
bful^ets for e\p(*!jst's» financt*, personnel, ad\<*f 1 isiii| 4 , and poKlnc'' 
tif)n—it^piirc t'stinratt s <>f demand.' Most firms alst» have the prob- 
lenr ol setting prices bn t!u' piodmts they sell, and this reipiires an 
t'stimate of demand. I'ht' mt;st diflicnit problems of Inisim^ss mail' 
ai,'ement are bt'ijnently tliost* associatetl with analvsis and manipttla- 
tion <4 th niand. 


////: ((>.\( /./‘7 i)i‘ m:MA\n 

Salcn Estimateu and Demand Schedules 

l*redic‘tin^ sales vfjluim' is an art wliieli di^pimds primanlv on flu* 
skill and jnd^ment of tlie businessman. I he eeonomisl. h<»we\(‘i, c an 
prtnide soint^ assistance in this ditiicnh task. H\ bn akini* up the* 
problem of estimaline sales iuttj its loj^ical i (»njM)uenls and bv jioint*- 
iiig f)ut relationships of causi' and efft*ct br-tween the facts c>f a busi 
ness situation and the rt'vemie results, hr c an irnprovt! the accuracx 
of sales c'Stimates and therefore tlie profits of fhe^ company. 

In f*stiiuatini' sales a busiiiessinan may bc' concerned witli m»e 
product, witli several products constitutmi; a line, or with all prod¬ 
ucts sold bv his firm. There are twej commonlv emplovt^d mr^thods of 
compiling sales f:stiinal<»s. One involves Tnakiii^ f*stimatt»s in tmins of 
physical volume, such as nuinlKT of units tn ])ound.s. sards, t>r other 
ctrimnon nu*usure. Th»' unit price of the prcMiuct or avfTai^e price* of 

’ *TI^r•r^■ syiii tn' I»Ulr Uial ll>#* n: rtM'rnjjUrjj: li> ImjiM uj> 

irtj'-trt I’* Nfjirt with el tUr 

If II uirji, iij mid fim t fii-iius, w <Iime. it nwfks tlii- fMinifv lieiitc >4 4rUvi- 

in thv pToi^rjiii S'? tiinaATM'ra>4! t< rO.siianajip itkat m;i\ ww ll 
>Mltv the s!.i.trin*'Ta. ’A sysiriu I.'*. un)v a,* KfMnJ Jhr m rurtiity 

iii Itwi* vah'^ hjrfX Ast’" > Hnw^rci T Ptixur^'^rni Prinrtpir* f aw* ftlhi' 

vacn: Ki« )»;ird I) Irwin. Ii>i.. UUSl. p. tCI t. 

5^ 





BUSINESS ECONOMICS 


54 

sevrral can then l>e nniltiplied hy the estimated numl)er 

of phy^SH ttl iiiiits, re^ultinii in a estiiruite in dollars Un that prod- 
net or lifMv Addition of sitniUir dollar ItJtals for other lines i^ivos total 
estirnatc^d sales \ohiriU' for a rniiltipriKluet company> The second 
method—one uhieh is frerjoentlv used in firms hiiiidliT);j[ a iminlH^r 
of priwltiets—< alls for an iiirgrc^pite sales tvstiniate made directly in 
dollars, with fin initial (alntiation of sales in plivsical units of pnKl* 
net. Althoiadi widely adopted, this method of calenlatinn planned 
sales hides the uiiderlytit^ relationship of price and (piantitv de¬ 
manded diirlm>; a partietdai |Kaio<1 of time. It is tfiis pniI 'rpiantitv 
K'lationship with which we are first coiKi rned in the analysis of 
demuinl. 

A hnsinessinan who attempts to estirnati* how inanv nnits of a 
prmhiet hi’ < an sell dtirintj; a certain month ot \eai is in.mediattdy 
aware that tfie iiinount st>ld dejM iKis on the price at vn Im h he olfers 
the jirodiK't At a ln|j;h prU^e he onliriaiilv chst ovej s tliat lew it units 
t an he sold than at a low price, i hi* iact that piict* is so influential 
in dcicnriininjj; tin* amount detnandi'd leil economists at lirst to con¬ 
centrate attention < hietlv on pru t' <piantits rr^latumships. to ihv ex¬ 
clusion of otln r lactors infliiemaii!' demand, DeriMnd came to iiumh 
a systrm of prue rjuantits relationships, more tieini^ demandt^d at a 
lower price, less at a hi^lu’i. Such a system of pricf*s and (juantities. 
called a '‘demand M'hedule/’ is shown m Kxliihit 1. In this case it 
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pTtains to the entir«‘ market d^anand for tlie conmncKlitv wheat. 
W hen the tabular miormation in Exhibit I is prejamtot] in graphic 
form, as in Kxluhit 2. it w cant'd a “demand curvi\" 

The iU»inand stTiedule and tht' demand curse are drawn on the 
assumption that all market conditions remain unchangetl. Tht' only 
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rhunijr is of jirirr, vvliicli {i}fiiK‘< s a cliaipj;** iii llir arrioiint <!<•' 
rriiUMlrd I'lit' (itauaiKl <oric<*pt of (anjiottiists, tlK rrforo. is uit al>' 
strait t(nd auaKsis. uot a df srviption <»f aiiual tiiaikii facts. In 
».‘X;uninnj«4 kAiiit>it 1. llir n ad<*r slumUl noti' tliat the (|u.'mtjfirs of 
wheat in llir set'ornl <‘i»lninii arc those uliii h hat r hrrn dr^ 

uutmlfd at tlw pikes indit ated. l‘ht \ are not tfie uctnal ijiiantilies 
I’on.snrnrd. Iiistoriialls. at these priee.s in an\ ^i\eii y nis 

Market Dertuind and the l'irm*K §>emand 

The l ai h ecoriTirnists ajipliei! ixnieept of demand onh' to entire 
nnukets, .snefi as that for wheat l.>emand, in tins sense, is tin* a^ji^re- 
j^ate of the* indis'idiial deinand.s for a couirniKlits ein tlie part of all 
hovers in th<* market, Snhs<*rjuentlv it Ix^tann* evidtnt that eai'h 
business i'<nnpany is t'oncvnied primarils uith tin* ch'inand for its 
own prcnluet. In most rases the ctniipany's deniaitd curve ri-'SeiTiIjiles 
the market deinarnl enrve, in that more units of prfxluct can Ik* sold 
at a lower priet*. less at a higher Tlie market curve, however, is 
nsiially less sensitive* to price cliungc's than is the* dnnand curve for 
a finn. Onc^ ev idcnce of this is the fact tliat a c.'tMiijiiiny, l.>v reducing 
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can fr(‘C|iicntly c*Xj)ancl salrs at the rxp<*riso of other firms in 
the inchistrv ( at h*ast for a short tiiiu* l In tliis (ase the expansioji of 
sales is at u rat*' ^KMtef tlMii woiiKl Ik- possihl** if all firius in the 
indnstrv c ut pri* <'s. 

Elanikiiy of Pemmul 

A e<iiii[>unv rnav *li\eo\*T that, as it r<‘*liu’*‘s pric<\ the increase in 
the ninnher of plissicMl units sold is s4» threat that total <loll:ir saK s 
also iiKT<'as**. ft. insl**a(l *>f lowe ring, th*' eonipanv rais**s the piicx* of 
its product, it Mia\ discover that tin* in* ri as* in unit jnicc is not 
enonc;h to corupensat** for th*‘ *1*'* hue in i>liysiral units sold, Hollar 
sales vi>hmH' dt‘Cieases, \Vc <l4*sciilie the deiuand fin this (‘•iinjKmy's 
product as "<-lastic ‘ at this pric*' level. 

It, in thi ease of another product, the compaiiv reduc*‘s ])ric:<‘, 
onlv to fiial that the incoMse in sal*‘s of phvsical units is rclaliv<*lv 
vTiiall. tlollar sahvs V(jlume (h-cliiies. < Quivers* K , an in(*r<*as<‘ in piit**' 
rnav l<'ad to a rclatrvt lv small <l**chnc in llie nuinluT *>f units sold, 
ami d*»llaf sales return inav actn.dlv inciease, d'lie cumjranv .s pnid- 
net is ill '‘inelasti* ' demand at tins price h'vd’ 

Onh in **M‘<'ptioiial casf*s will llu“ icsults ot pric*' n‘duclir)ns (dr 
i>f pric'*’ advaiin's I he th*' same if the changes orii;inat*’ from (hfftn 
iti]L![ lev *'ls of price, I hat is, the el.isli* itv of *!* rnand at different h'vad.s 
of prue is likelv t(» varv. .\ Itt |>*’i * enl pric e cut freeirinin ‘4 at th»* 
h’vt'l of one ilollai will proliahlv not prodme tire same efft^ets as a 
IttjK r **‘nt cut starting at (illv ( enls. 

Now it IS ohv iouslv a matter ot iinportam e for a eompanv to know 
vvliether tlu' })ro<luels it s^^lls aie in elastu oi inelastic demand, Th*' 
prii'Cs it M'ts mn,st In- deteriiumal with sonu' n eard (or tli<* ;uuounf 
of nf'vf'mu' vvhicl) will lu' hr*Mi^ht in at the se price's, The < xlienn^ of 
*‘lasli< ifv is found in ai:;ru uliur« . vvln n* indiviilual fann*’is ( in thi‘ 
alisenee ot government restrictions on prcKliKlion : are aide to sell 
smvessive amounts ui prothu t siu h as whtMl at the setfo |n ice up to 
tilt* limit of tiu u capaeitv ’! his is lu‘caus*» l acfi of th<" 
ulical fanners pro<luces sucli u very small part of tfu^ li»t:il <‘rop tiiat. 

' Its i>uvn«TK l* r^s'^ fl:r r’ i.ji'ifu a\ tif ut \tjppK tviyiv lir a.^ ftu* 

prni t tu ffit' ffr su’j>ffhnl ■ tt ha h KMXiii/ rf<nih h^tm 

o I pt'^' f r''»si » ;n ptx\ r If trt* ^ ilv <>{ .1 f fi »- 1 . 

iKat liial <t I |*»'r mi rC#- j»rn>' will »■>.rnOiiiltv result j 2^ pF-r 

luvn-'A'ir in t)w sf*tuinr\ ?kM{>ph(si It iW «lO t>t vK^viuml t*'»r n o«Mnir4r,t\ 
w (Mi ttnU n>.it j 1 p’t rrn? nnnMw* ut th-i- i- wiU v vi nttwUv in 

d 0.6 tii 1 j>ri tt nr ii#s mm* in IIk- rjM.intav '-KrniMih F. 

fft-v »'»| „ \vw llAr|H'r h . ilMS;, pp 
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Exhibit a 

A KIUMI>I:MaX1) < I’KVE 



QUANTITY 

wrn* hiv riitiR* (»ntput tlinwn nii llir niarkf'!. it would an in- 

apj)i<'< ial»lr inflnt nct* on tin* niaiket piu c” Know ini; this, ihr wlirat 
faniu r sinipK adopts ihv inaikct piico as liis own. I'lu* dc'rnaiui 
tnrvr h)r tin* fannor is, for all pra<'tiial pnr|>osc^s, prifoctK rlastic. 
as is (iraphii'ulK shown hy (he liiir (hi in I’Ahihit I For sirnihtr rea¬ 
sons, firms in (he hiiniHn . hitumirujus c*<tal mining. (;<»ttoii (rxtile, ami 
wcmreirs clothing indnstnes find their demand corses ehistic. 

Most business companies find that the arnount they can sell at a 
given prit^' is strictiv liniitcd and tlial th<*v imisl redircr* price- in 
order to sedl more (IhongJi the additional physical s'olume will not 
alwavs mean larger dollar sales K lliis ernuhtiun is shown by tlie line 
d<I in F.xhilrit 4. In other w(»rds, many business finns in trarle arid 
maimfa< tilling ha\'e demand ciirvis which ar<‘ less than p•rf€^etly 
elastic. This meiuis that a firm must gauge carefully tire level at 
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ExhUnt 4 

\ KIHM'S DKMANI) <:r RVK 
thirn JVr/f<*rly Duntu / 



which it M’ts its prit't* in relation t«» plivsical xohinn* of sales. Price 
acts as a control vah t*. letting in an incieased oi tlecreastd atnomit 
ot (loHai rt'M'nnc. 

In passing, it should ho noted that the effects of a pritv change 
can he sninniarizod in teniis of the increase or dt'croiLse of total sales 
n'viame resulting froni the new pric'o. This is called "marginal reve- 
In strict logic, even a sliglit priet? change will result in an in- 
creast* oi decrease in the amount denuimled. Theoretically, tlKTo 
fore* it is [wissihle, l>y varying prices in tninnte iimoiints. to induce a 
continuous succession of marginal eonlrihutiims to total rewnue. 
There results a smooth cnrv'e of marginal revenue, such as is showm 
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I>v line mm in Exhibit 4. Practicallv, biisitiessnicn are inclined to 
estimate marginal revenue in blocks of w:)nvenient size, such as KX) 
units, tons, or gross. The result is a steplike progression in the curve 
which shows the aggregate effect of siicc(»s.sivc increments of reve¬ 
nue; it is therefore a schedule of the businessman’s estimates of "in¬ 
cremental revenue " 

What (letrrnunes the elasticity (if demand for a prcnluct sold by 
a firm? Basically tw^o things: (1'^ cxmsnmcrs’ Males of prefereerit't' 
and (2) tlu* level and distribution of consnme^rs' incomes. As the 
price of a product is reduced, consumers* preferences lead them to 
buy more of the product. Also, tin* lowt^i price may attract customers 
from other companies s<*IUng similar products. There may, in addi¬ 
tion. lx* a transference of demand to this product from gfMxls made 
by other iudustries, Mu se arc tlic s-tihstitutum cflt^cLs of a price re¬ 
duction. TIm^ \s illiugm'ss of consumers to bnv a pnxluct, as its price 
d(‘clines, Nurit s with difftnent levels of aggregal<* consumer int'oine. 
With .some goods, higlier le\‘els of consiinu*!’ income luighl mean less 
(plastic demand: witli tithe? goods th<‘ situation might lx‘ the reverse. 
The distiiliution of consumer incom(*s also affccl.s the amount de¬ 
manded as pi ic(‘ declines. As th(* eompanv drops its price*, other con- 
suTn(‘rs, unable or unwilling to buy at the fonner price because of 
limited incomes, now come into the market and buy tlie product at 
tlie ne^ss low price. 'Jliese are tlu* iiwonw vffects of a price rc*ductioii. 
In the ease of a price iricrca.sc*, substitution and income (‘([(‘cts work 
in the oppo.site manner from that just descrilx^d. 

Sulntitutcs and Complementary GmhIh 

Every businessman must Iw alert to the possiViilities that a prir*e 
rerluction on his part may lead to a considerable iiKT(*as(* in dollar 
sales through substitution of his prcxhict for his competitors’ prod¬ 
ucts. Likewise, a price reduction by competitors may rob him of 
sak?s volume by substituting their produc t for Ins, For that inuttcT, 
wdiere a amipanv carriers a number (rf lines, as in the case of a de¬ 
partment store, intenial .substitution as a result of price reductions 
must Ik* rec*kon<*d on. 

But there is another pos.sibilit\% namely, that, as the pric*e of one 
pnxluct is reduc'cd, sales of another prfxluct will not decline but 
increase. As an example of this complementary relationship, a .sus¬ 
tained price reduction in gasoline incTca.se.s sales of tires. Electric 
power and apptiancies afford another example of the economic bond 
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ill which a price rcdiictirm h>r one pnxluct favorably affects sales of 
the other. 

ShiftM in Denwnd 

Ahh(nii;h in <*( onoiMic theory market coiKlitions are assiiTfiecl to 
r('niain constant when the effect of a price change is beini^ eoii- 
siilered, in praitical fact a hnsimvssman inukim* sales estimates is 
f!;reiltl^ coneerned about chamjevs in market euiiditions. Manv com¬ 
panies ( liant^e pric«‘s only infre<niently. I'hey disregard short-term 
elasti( itif's of demand, Ihit chanties in niulerlyin^ market eomlitions 
<H‘Cur almost duilv. \V itt» sliifts in national ineome. the capacity of 
eoiisumcrs t<» buy the product changes. The tastes of eoTisunuos and 
the uses to which they put the product also (lumiic, Sniistitiites aj>- 
pear, and tin* price's of existing substitutes change relative to that 
of tile product uikUt consiileration. The businessman. then‘fore. is 
forc<»d to reappraise constantly these fa(‘ts of the inarki t whit h in- 
Ihiencf* tlie sal<»s of his prodiu t. 

WluMi one of the basic maikct factors. Siu h as (‘onsiimci income, 
has (handed favorably, a Ciimpanv finds tliat it can s(^ll more units 
of a prodm t at tht‘ same price than lonneriv. Tnder tln\s(' (conditions 
it is also prohablv true tliat at 1 ow<t pikxs (and eve n at hijnher ^ 
more units (-an now lu’ sold than formerlv. In (ftlu'i words, th<‘ entire' 
ss stem or si hedule of d('maml has shift<‘d. (haphiealb . as is shown 
in Exhibit 5. tlic (hmiand <ur\e lias moved upward aiid to tin* rii'ht. 
There is. <j| (mmusc. no n-ason to assume that at all levels of price it 
has shifted the same distam’c to the right. With an opposite* change 
in market factfirs. such as a de'clim* in ('onsumcr income, tlie demand 
curve rnovt's downward tind to the leit.* 

TIm' c*(»nditions causing shifts of demand for the prodncl of a 

^ K\\ aUt'iitaiar wjiy nf s hi (Uiiuiul 

sliMrt U rni jiiut K'nc l»*nTi lUislu ilv TIm c1« ih.uuI f unt* pn;\ fli'scriht'd 

(lr.*v n nn litr «v>Minplh>i» tiul in.ukr t <nTulitiiPus rt'MtaiiU'<l 
\V f « .ii> ,»Nv' a .sh>uU’ CPirN*- >.lu'vv,s tltr ii\rr tjjiH’ of 

ih<int*rs 111 ni;irkv‘t londitions \'\iv innnriiutlr Hli** t oi a prit t t;’h:iii;»f oh iKi* aiiioutvt 
\< lr^s;.»s tjiiin tlio Jonv* nm t X ro<!urti»»n m ok't'trio jxjwor 

r»ai>, fur in.iv Im'#’ Uilk riff'll on iit thr luttntli fulltmuii; thr cut. 

C'uosurru r li.itnt'. hhiiij utu h,int’o<l. H»i». vvitli Invi r |vi\vfr ifnli. oumiitmTS arr 
imliii va to pirn hiiio niurr f .»ppli*im'<'> HontoN .trf: vsirorJ fur rle<trn.itv. Indu,V' 

trial ii\rr> luf whuiH jviiMt'i is ao impirlau! iml t vpaml diiil mns- lunip.iiiirs 

arr \n llw* irmon l'l« lonat tiTin rbvtuilv, tt>»»rrloif-. is ^naifr tiiau tluil 

of U»r 'na'Sf' f ifrtrs, n| riMirM*. U’ ottHlilna in whoro iho 

ftMiintuaiTv i .III 1 h- ituri'fl .im! lu'ro huvrn h»'h€'\t tin fiiturt pnor ^vill fwt hii;liiT, 

III s»w l» .1 i .iii*' :i prHo l ilt viouia mral jjfrMt rlaifis ilv of tlrniami in iho sfiort nm, 
* f or vi tnrllior liisvns'tirM* of tl«' rHi«>ttv of iiuomr tni flrm.in(l si'f p. (il8, 
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p.irtK’iilar iinii \ar\ with tin* rnitiiu* ol tin- produc t aitd thr slnictiirc* 
of tin* niarlvct in which it is sold. (Ihan^cs in ronsuinn iucoim* an* 
of direc t imjiortancc* lor companies sellinii final or CHin.snmer 
Not onl\ changes in t)i<' total size of the national inccune in the hands 
of con.sunic'rs Inil ch,inii;<*s in its distrihution amonj^ various sjh’IkI- 
in^ units are important. FnrthcT, in estimating the sales |K>tentials 
of national or regional maikets, changes in the* niimher and getr- 
graphic distriluitirm t>f c/onsnining units ninst In* taken into acc*tmnt. 
(dianges in consniiicT tastes affect d<‘inand for a eornpanv’s product, 
and to some e\tc*nt advertising can jnfliH*nc*c* tlic‘se pref(*rerK‘es. 
WIhmi substitutes appear on the inark<*t, a company may find the 
demand for its product dec lining l>eeanse of a switch to the new 
prodncls. Of cemrse*, the drawing pemer of a substitute i.s affected by 
its price in relation to that of the* product for which it is substituted. 
Similarly, tlie de\t*Iopnient of new u.ses w ill have the favorable effec t 
of increasing llie deniand for the firms prcxlucl. Much of what is 
called "'pnHlncrt res«‘arch” is devoted to the creation of new^ prcxhictH 
(i.e.. substitutes for old ones ) and new' uses for old products. 

When a finii is selling to othfT business finus who use* the prcKluc*! 
in their mainifacturing operations (as raw’ materials, supplies, pur¬ 
chased parts, ecjm'pnient, or plantj or who resc*ll the prcxluct as a 
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good, anticipution of changes in prices and profits is ini- 
[Kirtant. In this case llie demand for the puKliict is based on the de¬ 
mand for products of the fiuver coinjianies. It is, therefore, callerl 
u *‘d(?rivcd dtriiiaud.’’ Hus term is iiseil fn cccmornists principallv 
where the ri'latiorisliip l>i‘tw'e(*ii first product and final grMid is fairly 
direct, as in th<* case ot leatliei and shoes or crude oil and gasoline. 
It is true, of course, that all iu<iustrial g<HKls are in the jiositiou of 
being in ilcrived (h niand, tliougli lor many picct's of iMpiial e(|uij> 
irient tln^ relati(»n.ship is so iudireet as to make it difficult to trac e. 

Anotlu-r factor juflu< ncing the dtanaud lor gtMxls, consumer and 
industrial alike, is chaiigc-s in inventory. liusin<*ssnu‘n must create 
stocks of goods in adv.uu'e <»f inanufac-ttiir and n-salr. But the si/e 
of thc'se slocks, both al>sf»lutelv and in relation to sales, cvm varv. 
With the prcjspect of increasing prices and sales, l)nsinc‘ss hnyers 
tend to build up iiociilories, thus increasing demand l>c‘vond the 
actual increaM* they have expcTienctul in their own sales. W'ilh ch*- 
cltning pric‘<‘s and sales, the oppjsitc* is tru** ( apita! gtHwIs {jilant 
and ccpiipiiicait ’ arc* peculiarly subject to these shifts in dcunand. 

Timing of Shifts 

Changes in demand soim*tiines folIow‘ more or less regular pat- 
tenis ov'f’r time. Some of tlu*sc pattcTus rccui aumialK and are called 
“seasonal variations ’ ot dc*mand In'cansc* the iutensits of demand for 
a product incTeasc^s and dc'creasc’S witli the seasons of the vc*ar. A 
peak of salt‘s at Christmas tiin«' in the* di-partment-.storc* trade repre¬ 
sents a positise seasonal shift of demaml. just as slackeiring of sales 
after the* first of thf* sear rcfiresenls a negatiic* shift of demand. 

In a le ss predic'table manner tin? sales of certain goods increa.se 
and decrease with phaM*s of the* bn,sinc\ss c'vclc The dc*maiui for con- 
.smnei* durable gixals, .such a.s domestic redrigerators and automo¬ 
biles. shifts radically with the swings of the* bn.siness c vcle. Industrial 
goods art' even more* snbjt'cl to (‘tjchcal finctuatiofis in dt'mand. 

Bnsinc‘ss companies tMigaged in the manufacture of ravon, chemi¬ 
cals, and dnigs liase exjH’rienced increase's of tle'mand in rewnt 
years whic'h ha\e pcT.sisttMl I'ven in the* face* of dc'clinc'S in general 
bnsine*ss acti\ tty, and in gcwKl ye'ars tlic incn*ase.s of demand have 
ontstrippc'd thoM* for man\ other prtxlncts These are exampU\s of a 
longTemi or xiTuIar increase in tlie demand. The hitnmiiums coal 
industry and the silk liosie-ry industry prt'seiit instance's of snxmlar 
divlines in demand. In ruattv ttnstness companies shifts of this nature 



ANALYSIS OF DEMAND 


aSi 

are the most important cause of chang<?s in sales volume from one 
year to the next. 

During World War II there was a sudden increase in the demand 
for many products. Mills producing c'otton textiles, for example, 
found that the long secular decline in deniaiid for their products 
was rexersed and that war orders slufUni their demand heyond the 
limits of f*ffective capacity. With the end of hostilities and the satis¬ 
faction of imm<‘tliatf* postwar civilian needs, demand again declined 
in intei»sity. Tht*se sliifts are ternu‘d “erratic movements" because 
llx^y follow uo prediclahle pattiTii of recurrence or growth. 

co\frniri(^\ aa/ovc; si jjj rs 

The foregoinii sci tion presented the fonnal conditions governing 
the elasticity of deniitud for a firm's prorhict. It was stated that two 
basic factors are chi<‘fl\ influc'ntial in dc tc^rmining dcMiiaiid; con¬ 
sumer iiuoTuc’ and siihslitution. It is yet to be c-xplaiiic^d how these 
factors opcTate in actual situations. Some Imsiness compauies have 
highly elastic demand ciirv< s: a small ( harigc in pricT brings great 
changes in amotuit demanded. Other companies have somewhat in¬ 
elastic dc’rnand ciir\c‘s for the products lhe\ sell. In the latter case 
the amount (h'lnanded is not grealls inlluc^iK c^d by changes in price. 
What coriditicuis (‘.\plain cla^sHc demand curv<‘s for some* finns, in- 
elastic for olhc^rs? 

A study of actual markets indicates that the following factors, 
among otluus, aflect the* e lasticity of jjarlicular companies' dc^Tnand 
curves: the number iitkI si/e of sellcTs (and l>uversl. the nature of 
the product, tlw channels of distri))iition, the' agc' of the industry, 
and the existence of patents, copyrights, and trade*-marks. Although 
it is not j:Kissible to fiml any re lationship so prt*cise as slalislical t‘or- 
relation lx*tvvecn these factc»rs and tin* (dasticity of a given finn’s 
demand curve, (In^re is much factual <‘\'idenci* to indicate tlie causal 
link betxv(*eu tlu*se market conditifins and elasticity of demand. In 
this section we shall consider the efF<^c:t of mimlHrrs and size of sellers 
on the (*lastjcit\ of a firm’s <lemand cur\*e. Snb.se<)Ment Si*ctioiis ex¬ 
amine other factors influencing elasticity of demand, 

Number of Firma in Industry 

Broadly, the proj>osition tliat a large number of sellers promotes 
elasticity of demand for the individual seller, wdiile a small numf>er 
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tMicoiirajjt’JS inelasticity, is accurate. Bui the prO[H)sition requires 
some rcfiiMweiit to be n.st'ful. In llie case of the wheat 

farriiers, cited ab<>\**, tleniaiid for the indivitlual firm (i.e., the wheat 
fanner) is jMTfe^ tlv elasti<. No one farmers action can influena* the 
market price, which fie therefore^ takes as i^ivcn. At tht* other ex¬ 
treme, in the case of a single-firm monopolv, such as DcBeers Con¬ 
solidated Mines. Ctd (the South African diamond trust), deiiumd 
is inelastic vvilhin certain prie<.‘ rangi*s. A surx ev of American indus¬ 
try shows lliat most actual market stnu tuics fall bctwecMi these* i^x- 
treiiK^s." 1 he interest of faisinessmen and i*ionf)niists lrc‘(|nently 
centers on situations siith as tliost* in tl»e steel, automobile, and 
chemical iiuhi,strii*s, vvlnui* the small iinm)>er of [)ro<lucers and the 
largi' si/e of some units afh*t*t demand. Unllki’ tlu‘ wheat farm<*r, 
iMch firm in these industries produces siu li a laige part of the* total 
output that a priee cut affects the amount w Inch it can sell, tlu' firm 
d(H\s not have a compl(‘tetv elastic deinaiKl curve-. And, like thc‘ dia¬ 
mond inoTiopolv, each firm in these industries is awan* that its uw'n 
actions affect its compe titors. A price cut is likclv to invite la^talia- 
tion; a firm ( anuot ordinarilv expand its share of tin* market < lor any 
long period of time) by prite reduclij>ns. The c/fr eYit r elastu itv of 
its (Icmaml curve (considering the reactions of (ompetitors} is less 
than the fdasticitv it nti^ht evpt'rience if other firms vv t-rc iiriaflccted 
by its a< lion. 

In a<’tu*il business situations th**rc is no ctMtaintv that each one 
of a small uiimlKT of juodneers in an mdnstrv will act w ith careful 
regard for the reactions of oIIuts. Although in the rubber tire 
industry, lour linns in acconiiliHl toi .SO jH r cent of total output, 
producers have frcqncntlv acted more with n gard for the immediate 
advantages of a pric*c cut than with regard for rt‘actions of <'oin- 
pelilors. On the other hand, firms in industries where mirnhcrs are 
larger somctinu*s act with caicfni cahnlation of competitors* reac¬ 
tions. The logical (but illegaO outconu of this course* of action is 
the cartel in which firms agree nut to coin|)i‘lc in matters of price, 
terms, and other auKhtioiis of sale, 

Sisr of Firms 

Just as the' mnn!v«*r of firms alone offers no sure measure of the 
elasticity of demand for the individual c'ompaiiv, so also the si/a' of 

^ Clair VN'iktm, ttmi m Imiu\try (T.S.E.C, 

\o, 2.J > t Wa,\hvut:!‘iic O.C ‘ l.’rovrrfwurnt eoraing OfiiiT, n>4l'l>. 
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firms affords no precise indication of elasticity. In some industrit^s. 
siicli ii.s sltred. tt^iiain prodnuTS are so cU^arlv dominant that reac¬ 
tions of smalltT producers are well disciplined In the*sc Industrie*?; 
sinallt.T producers are wc*!! aware of the prohahU* couscijueiices if 
they were to trust in tlu* fwtrntiat elasticitv of demand l)as*><l on 
iinilat(‘ral pric<? reduction. In industries where tl*e dominaiuv of one 
or a few prodmers is not clearly estahlislicd, the ha/in(‘ss of the 
competitisc atmosjjhtMc* ma\ lead smaller prodnc«»rs to Ixdieve that 
minor pric<‘ cuts \Nill not iiiilui'<‘ n*talialinn. The demand curve for 
such a firm possesses a liiv^h decree of elasticity. 

In anv <‘ase, the eflei tise <dastieit\ of demand is lu^t to he deter- 
nn'ia*d cr)mpK‘l(‘l\ In the nnmln‘rs or si/e of eonipetilors in an indus¬ 
try. Otlier hietors afi/a tiieji niarket relati<iiis. such as the nature of 
the prf)th!et. c hainu ls of distrifmtion, etc., t xert a powc*riul influenet? 
in clct<Tinimn^ tht/ net elasticitv of d(Tnand. 

\An HI («f rill rm^ni Cl am) (iiawi.i.s or disthihvtios 

In the loie^oiiii; section it was stated that niark(‘t r(‘lations ainimg 
business coin[iani<*,s determine the elasticity of dt'inand. Two aspects 
of market relations are (’onsid(*rf*d in this section, those- which arise 
out ol the nalnre* erf tlie prexhut and thosr* which come from the 
cliaracltT of the channels of distribution. 

Differentiation of Product 

Manv companies which are comrnonlv re^ard<*d as mrmlxTS of 
the same indnstrv make and sell products which arc nf)l identical. 
The basis for this diffcnmtiatioii of oii(‘ c'ompany’.s prcKhict from 
anoth«‘i\ ma\ n-st in some distiiietive cliaracleristic, such as design, 
trade-name* or patented feature, ('ampbell s sotip, Pej».s(Mleiit tooth 
paste. Lucky Strike cigarettes—these and countless otlier differenti¬ 
ated prcKlucts are among llu‘ most familiar features of our daily 
lives. Similarly, tlie ser\ice product of a retail store is distinguished 
from that of other stores b\ a c^implex differentiation, such as store 
location, customer servic<»s, and even tfie smile of the proprietor. 
Differentiation of |)rodncts can be treatc’d and accentnal<*d hy ad¬ 
vertising and other de\ ices of sales promotion. .As a result, groups 
of consumers attach themselve.s inon- or less firmly to companies 
whose* products they prefer. 
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Wliat IS ihi* of (lifl^c-mitiation on demand? It is at once 

evident that consumer pr€denmct*s for the products of particular 
cotnpaiites infiiuMice the prices they will pay for these products. A 
higher price will not cause all consumers to dcs<'rt the prfxltict. 
Indcfrd, in some cases dilfrrentiation has so firmly estahlished cuv- 
torner prcfi*reiu;e that a mtu h higher price has little effed in reduc¬ 
ing the ainotiMl demanded. On thf‘ other hand, there are those who 
prefer otht*r prndiK ls or who an* rcpelleil l)V' the differt^ntiation of 
a particular company s product. For this class of consumers a price 
reduction l>eIow tin* general le\f*l of corripeting prrKhicts may have 
little I'flect in attracting them to hiiv tlic product in (|ui*stion. The 
net effei'l is tlial suhstituiicHi l>etw<?en this piochu^t and olhcT prod¬ 
ucts has hc«'U .somewhat cut dowm. In the language o( t'couomists, 
the selltT of a differentiated product is a ‘'r|uasi-monopolist. ' The 
claslicitv of demand for his product is less than that for a |M'rtectly 
siibstitutahle (stiuidar<lized) product. Itis demand cune, instead 
of In'iiig horizontal, as in the case of tin* wheat farmer, is somewhat 
sloped, less heing demanded ut high prii'cs and more at lower prices 
(see Kshibit I. p 58). 

Other Product ('haractcrwtic/t Influi^ncinf^ Demand 

The market demand for luxuries, takr^ri as a clu.ss. Iia.s usuallv bt*en 
repre.sented as rnori* r lastic than thr* demand for necessities, lliis 
firings up the subjt'ctix t* classification of wluit is a luxury and wliat 
is a mvessitv. (Ii'arb, income has an important effect on how con¬ 
sumers classify tlieii wauls, (alms fruit, for a very low-iucoine 
family, may he a liixuiy. for a family of middle income it may Ik* 
chissified :ts a mwssity. 1‘he matter of taste also ('ulrus. However^ 
there are muik* pnKhicts so elearlv in the luxury class for most con¬ 
sumers, sucli as l aviar and champagne, that price is likely to make 
a difference in the amount rfemaiided. Similailv. there are other 
prixliicts, such as milk for iiilairts, which an‘ so generallv considered 
necessities that the dem.md is inelastii\ It is im|H)rtant to recognize 
that in this disi uvsion we have IxHnr s|x*aking of vunki t demand for 
tlu* product, as mfim^ncc'd bv its lu.xiiry or necessity character. Th<‘ 
elasticity of the individual firm s demand curve may not Ih' directly 
relal^xl to the clasticit> of the market curve. Tliat dt*p€*nds on other 
asjHX't.s of market structure, such as the nurnlw’r of cxiinpeting firms, 
differentiation of pr<xlu<*t, etc. 

Another prtKluct characteristic Waring on the nature of d<nnand 
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is dtirahility. With the increasing ciimulaticm of csipital in the econ¬ 
omy, in the hands iiotli of producers and of consumers, the rate at 
which new goods are taken off the market dejKnids tm the existing 
sUK^k of gtHxls now in user hands. Where tlu' useful life of existing 
consumer and product^r capital gcxids can l>ir extended oser many 
Nears, additions and replaeeinents can full to a very low level if 
income and K^venue prosp<*ets art^ iKJt siistuim’d. Tlit‘ deNelopment 
of durable capital goods, with the aceompauyiug feature of extensi- 
liilitv of life*, places great importance on the rxprrtntiotis of husiness- 
riuMi and consumers. At the same tinu* this characteristic of durability 
of capital goods—whellu*! prodnctrrs’ or cxinsumers'—creates a vola¬ 
tile situation in the (‘cononu where demand cun shift radically in a 
.short space of time. 

Helated to dnrabilits is the distinction l)etwi‘en consumers' and 
prfulucers’ ^oods. In gtruajl. produciTs' goods are more dtirabh* 
tlian coiiMinK^rs'. and this creates a greater potential in industrial 
markc‘ts lor drastic shifts of dmiand. rhere is a fnrthtT distinction, 
howeser Businessmen purchase* producers* gcnals for us(‘ in further 
pn»(hi< tioii. W hen business is r\|)ariding, entrepreneurial calcula¬ 
tions nt'('<'ssaril\ run in adxance and l>c\ond the results enrrentiv 
ap])eaiing in ionsunier markets, l lx' hea\N' iiiaehinerv and plant 
of a st(‘(‘l rolling mill must b<* [lurchased xcars in acbariec of the 
satisfaction of demand fiU lh(‘ autoinobih^ \shich is made from slu^et 
steel. Th(^ demand bn inaehinerv. therefore, rise's mon* rapidls' and 
also de'chiM'S more abruptly than diH's the' dc'inand fm* iMMiMiiner 
goods made willi tin* maebiia'iy. In a worth the demand for |>i‘odue€'r 
goods i.s more sensilist' than the demand (or consuiiH'r goods. Be¬ 
lated tt» this funtlaineiital eharacterisfic of capitalistic protluctioii is 
the role of inventories, riie size of llit'se also is ba.sed on t'Xpeetatitnjs 
for demand. In general, as tht' expectefi future rate of sale increases, 
inventories mount, but at a faster rat♦^ Inveiilories of raw iiiaierials 
and industrial supplies are frccjueiitiv more volatile than inventories 
of consumer gtHwIs. 

ChanneU of Distrilmtion 

Closely related to the prtxhict Um U are the channels through 
which it is distributed. Wliere thes<* involve a succe.ssion of inde- 
pc'iident middlemen, each of whom must assess a margin against 
the price of tlw' pnxluct, demand is likely to l>t> less cdastic than 
w'hen the product pa.sses to the consumer through sluirter channels. 
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Margins arc somewhat conventionally determined and are fre- 
<.|uetitlv inflexihle as a percentage of wholesale cost to the merchant. 
This is jKolwhlv OIK* r(‘ason why n*lail prices in general are less 
flexible than w'l»olesale pntf*s. The attempt to preserve margins is 
found in nnincrons linc'S vvIk'I’i* priees are maintained under so-called 
'Tair trade'* laws. 

ciJAXcrs IX (:(yxfir\fi:n ixct^sfE 

Bnsiiie.ssfjien and <Hoti()Uiists haw for innin \ears lichen aware* of 
thr iinjhntunt fifoct of olntni'fs in t/w price of a nninnodiU or 
service on the iunonnt which conid hr sold. It wus this rcLithfii Ik*- 
twei*jj price and amount demandf'd which h'd (*<onomists to forinn* 
late the demand tinvc of eeonotnie tlu‘orv\ uliieli is esseiitialK a 
sehednle of pnee-<jifantity relationslups. With tin* eoneept of the 
demand (;ur\ (\ it became |)o.ssi!»le to spc'ak of * f‘lasti(‘itv of dein.iTuL * 
meaning the relative ('fleit of a pii(’< c*liange on the amoiiiil de- 
tnanded. Siiiee the ipiainitv iUMu.mded varies with tin* price at 
whieli the produet is ollered, tliis relationship js ealh'd ‘ pric<‘ elas¬ 
ticity of demand/' 

IViee elasti<'it\ of demand is a static eoru epl. It assumes tliat tluTe 
is no change in the basic <'Oiiditions cif the marki'l. Now it is (juitt* 
ehMr that in tfie actual mark^'ts with wliicb businessmen are con¬ 
cerned emuhtious seldiim oi never remairt the same Most of the 
important facts on whi<*h a businessman bast\s his estimates of 
demand relate to ehanges ir) market eonditimis. f or this reason 
eom|)any t xeeutivis are usuallv moia* eonet nied al>out tlu* t'lh*cl 
of market ehaiiges which cause shifts of dcMuand than the\ are 
alxnit the influence of changes in tlaar own priec's on the* amount 
sold. 

Among llu* changes which can take [ilace in markets, none is more 
impirtant than inert'ases and decreases of consumer iiieomes, Al¬ 
though. over a jKTiod of yt*ais. the um*s of the product can change, 
sulvstitute.s can Ih' developed, prices of competing goods can sliift, 
and other comlitious aUecliug demand can change, variation in 
consumer income's is, tor nianv classt's of products, the most irn- 
pirtaiU delenniUiUit of tin' amount dcmiandc'd. The relationship Ix'- 
tw'etni change’s in income and changes in the* amount demanded can 
Ik' formah/.ed in iIk* concept ealh.d 'income elasticitr of demand.” 
Just as pritx' elasticity indicates the effect of variations in price on 
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the amcnint demanded, so iix'ome elasticity sliows the effect of 
variations in consumer inc?onie on the amount demanded. 

Changes in consumer income dirt-ctly and iiidirt*ctly affect the* 
demand for all t\pes of products. (*hai!gt'N in income indirectlv 
affect the demand of hnsiiu^ss Imycrs at different levels in the man- 
ufacturing and marketing prmrsses. At the final retail level for 
consiiiiu'r goods, liowexer, iiKonie changi's exert a direct tdlect on 
demand. Ihne clianges in the xolinne <»( retail sales are influenced 
ehit‘|]\ In changes in the lex el of consume! inecini(»s This is liecause 
the dollars in the liands of ('onsiiiners are a direc t monev demand 
for thr fitiislinl goods witich monev c‘an />n\. 7h<* evjH’nflitnres of 
ccmsinuf is can he diivctlv r<*lated to fheir njconies. Of c<mrse, (he 
(‘ffects of a chai»ge in (lie K‘\<d (>f i*f.»nsnni(T irKoines will Im' diflerc'iit 
for difl<TeTit Iin<‘s oj oaail trade. DiirahK' g(K>ds u'sporul in one U'ay. 
lumduiahh s in an<ithei ; jt'xvelrx sah^s have a dillei*‘nt relationship 
to chaiigt‘s in eonsunier iiieonu' than <Io salt's of aiitoniohih' tir(‘S. 


i'cuiirAsri\(: di \tASi) 

Bnsincssrnc'ii eTn|)lov numerous inelliods of forecasting demand. 
Often the lore<-as( is little more than a shrc'xxfl miess. which has little 
('laini to sc ientific prc’c ision. Kcjr the most part tlu s<* lorc'c asts do 
not attempt to relate jiricc* elianges to xariatiojis in the arnoimt of 
a particular produc t which can Ik* sold. 7 hc'sc* forecasts, therefore, 
arc not statistical selteduh's of piic(* el:isti(‘itv of demand. I'suallv 
the estimates of .sales relate ti! groups of products or the enlii*' out- 
put of the firm rather tlian to indixidiial products, f r<‘C|uentlv. also, 
the estimates arc* projected on the assumption that piic'es of lh<* 
products remain constant. I’lider ihc'sc' conditions. attiMition is di¬ 
rected to otla'r x ariahles which infhu'm t* sales volume.' 

^ t-f»rk 'if in!«.’n'st. on tfio jVirl f<i hn>n4» vMi*o!>. in tli» rWr< t ttl iniM- on 

tif «v.(lrs Imw'ii !•* th< tu'lir f irufw.strv lU'WiiOUl i<. 

iiu'la.Nhi . pri< r or.tkrs liitlr <liff*'rrn« in s-ilfit < (uir»pt'f»t»<rs jnvit* li oiic .mofiif'r'.v 

pru.e's. Tin* pxrjViOilf'r.tnt ts >?! clMOirrs m n.ainn.tl nu unw', an<l 

pnKlntt imKli(i(ation .ilso nn fh# ii>Hnom< of pri< r < s wi iii.osx iriiirkots. 

in indnstnr^ whiTr- prii-rs l».i\r utit Ji.niiificJ out loui; p?'rKM|^, ];ic k of 

rX|K:ri«!Ti«,i‘ sx i0» tlu €*tf4'< lx of iTUi’ < lru(J' Knvtnrssmf n fo Mna< f. this 

frtrtor. ntttli<Kl.s .iff ;n;ijIal>l/‘. lumTwr. lor #sf;m.aii);; thr rfltfl •>! pritMf' <»ti 

fpUFiliW sokl. (Is vuiifrollra i2J < f.rrt lihoii <>1 ltjstoru';it 

M'fonK '.-3 ^ rvamination '/f prn'** <*xj» nnu« i prosj:j*‘ti rpn^stirtnuriin^s. ( 5) 

piossrs (d exiXTH'iKI-*! tdt^tvrTS, ^itu! (hi t'liyou'^'riOL' 4'’stinuit4.‘s. f>f flu-s*' JMrfh(>d.s. 
iIm- I oritic-lK'd rsjK nrnent holcK tin* prf»nj«.f, I'fiis ( on.sist*; m Miryiuif tJi« 

pru’«‘s »liarcul iout n^Ttrip tlu* e-ftf-i t on oiimlwT of !u»hl ininf. iJh" sarnr tiirnr, 

holtlinj; othiT rcTMiifJon'ii vx'hn h ..itlf'ft -valf-rv. solnrnr. Sr-uT.il funiis of <on- 
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Th#^ stilecliou of sipiificant variables causally related to changes 
in the volume* of sales is the heart of the problem of sales forecasting. 
These varialdes indicating demand for the firm s prcKlncts may be 
jwdecled from a wide range* of relationsliips. A nranufiieiurer of 
plumbing supplies may hnik to the volume of coustruetion awards 
to forecast sales, llailroads Miav follow crop rt*|>orts and industrial 
production diitu to for<‘Ciist volume of freight traffic. For many 
pur[HAes, forecasts of cousiiiner income are a \alual)Ie basis for 
estimating Stiles. When these data an* us(*d. the sales forecast is 
basicallv a determination of the iiu'omc elasticity of demand for the 
pr(»<lucts ill <|Mesti<iii. Proposed capital exp<*nditurc^s, estimat<*s pr<‘- 
pared ([uarterly by the loiited States Department of (lornnuTce, 
are an important basis of sales forecasting in many iudvistric s. 
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Ehisticitif and Shifts of Demand 

Cum 11 1: M'AV YORK, SEW HAVES. ASP HABTEOHD 
HAUMOAl) yt) 

The iiianaernumt of the New Haven Eailrnad anticipated thatj 
with the ojM^nini:; ol the W orld s Fair in New York in April, 1939, 
the railroad wfuild he utiahle to handle the prohahle vointne of 
travad at evistine rates. It was l)elie\<*d that lhf‘ greatest pressure 
would arisi' as a r(\snll of the low' Snndav c‘xeiusion rates, which 
wer<‘ ealenlat('d at alxnit one cent a mile. ICxcnrsion ral<»s usnallv 
drew peak traffic in sinnineiiiim*. 3lie railroad tlu^efore rai.sed these 
rates lor trasel into, hut not out of, N(‘vv York. The hii!;h<T fares 
w<‘nl into ellect on April 30 and contiinied to Ani^nst b. 1939. 
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Qi:estio.n.s 

1. Was th<' demand for excursion travel on the New Haven Hailroad 
elastic or inelastic? On what assumptions do you ha,se your an.swcr? 

2. Is it prr»hable that excursion travel is more sensitive to rate changes 
than regular travtd? \V9iy? 
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What ch>#?s th<- voliiiiMr ol (ravrl aftijr Aimiist i> iiKlicatc the 

nature of (lefnaiKl? 

f;«w 11-2; IJ\C(>L\ cm LISES. ISC, 

On May S, 1947, the IjikoIii Citv lanes, Inc., a c<)rj>oration op- 
eratiiijy; passcrigei huscs in the city of I.incoln, Nebraska, filed an 
application with the Nebraska State Railway (irMiiniission tor an 
increase in fari*s. 'Mie coinpatiN conteiuh*d tl»at, Iw’canse of inereas4*s 
in ef>Nls of labor, er|iiipnteiit. and other (‘leinents of t)peration. tlu‘ 
5*<*en( fare failed to vi»*ld snlfiiient n*\ernie to cover ojMTatini' ex- 
|M*rises. Ineliidiui; iaxt s, and to provide a propt i resia vt* tor replace- 
iiienls 01 to |M*rmit it to receive a fair ri‘tnrii upon tlu* value of the 
propertv us<*d in its business. The coinpanv also contended that the 
rf'V'ennes whieh it i<*e<'iv<‘d were inade^juate U\ covi i t'Nti'nsion of its 
operations into new an-as and iiiiproveinents in serviee in accordance 
with cairrenl pul>lic deiiiand, 

'rh<* Lincoln Citv Lines was formed by the merger ol scvcTal cor¬ 
porations which had orijiinallv rendered stre<‘l railwav service in 
tlu* eitv of Lincoln. In 194<'> all tlu' (hmujuiiv s c apital slca k. l)onds. 
and nolc\s ontstaiidinu wi're acMjtiirtHl b\ the National (.'itv I.ines, 
Inc., of Chicago. 'Phc' National (atv Lines w.is a holdini* coinpanv 
w'hich op«'ratc»d snbsidiarv transpiirtation lines in inaiiv lar^c* and 
iu<"din!n-'Si/i‘d cities ovt^r iht'coimtrv. W'lic^nc ver prac ticable, it was 
the* [lolicv of the National (atv Lim\s to convert the street railwav 
eipiipinent of its snhsidiarit‘s to motor bus (cjnipmc'nt. In the ease of 
the Lincoln (iitv Lines this conversion from stri*<*t cars to buses was 
completed bv ScptcnibcM 1. i94o, 

Shoitlv after its acepnsition bv Natumal Citv Lines, tlie Lincoln 
Citv Lira's, with autlioritv granted t(v it l>v tht‘ Nt4»ra.ska St.iti* Hail- 
wav (ammiission, v olimtarilv placed in effect a n*dnc('d schedule of 
tares winch provided for a basic' o cent rate* 'Phis o-ct'nt fare wa.s 
not rec|nesled or adjusted as a rcMilt of a revaluation of the projXTtv 
or a dt'tt^nninatiiin of lair return on investment or tin* emplcivinent 
of anv other of the usual factor.s in rate making. 

During tlu' war tlu* luipiilation of Lincoln bad iiu'rcMScul an esti¬ 
mated LS per cent over tlu* 1940 (\'nsns fimire of 8L9S4. Much of 
this increase had eoiiu* troni industrial workers altractt»d to the citv 
hy the powth of war plants. With the reduction in war uuitracts, 
inanv of these workers returued to their homes in other regions, 
causing a decline in the city s |x>pulation. As a result, the numlH*r 
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of pas$<*ngers carrMnl by the Lincoln Cit\’ Lines declined from 13,- 
•470,198 in 19-45 to 11.673,695 in 1946. Renennes diweascd from 
$686,524.10 to $595,451,24.^ 

Of the total nninlHT of rtneniu* passengers, the cornjwny esti¬ 
mated that 72 {x*r Cf*i»l were workers in iiKlustrial c-oinpaiiies and 
l)nsines.s firms vslio were arcnisloined to ride to and from work !>)' 
ptiblic transportation. P<‘ak loads, which accounted for 60 per ct*iit 
of the total reveniu\ canu: between 6:00 a m. and 8.30 a,m. and 
l>etwt‘en 3:30 f.m. and 5:45 e.M. The sliarpest peak was reached 
during the lattt*r period, at wliieh time idl available* c*<|iiipment wa.s 
used. Ill tfie off'pt'ak pe riods 48-51 per cent of the o]ierating eipiip- 
rnent was used, Satuidav trallic iisualb t^pialed liaffie on tlie otlier 
weekda\s, hut the flow was siiKKith ami regular witlifint marked 
peaks. Suiid.o s .md fiolidavs resultetl in a reduction of traffic to less 
(Iran lialf the nonual weekday xoliime. 

Distames fr*nn their homes to plaees of ernplovinent pre\ente<l 
ni(».Nt imlustrial workers in tlie city of l.incoln from walking to work, 
although in the spring and autumn months then* was a perceptible 
increasi' in th<‘ numbers who walked. For similar reasons the riding 
of l)ie\(‘K*s, \xhich liad increast*d under the pressure of wartime 
gasoline shortages, was not an important means of trans|Xirtation. 
Tavi l.irts in I.ineoln were 25 cents for the first half-mile and 10 
cents for each additional (juartc’r-mile. There were no additional 
charges for more than one passenger. .‘\t rusli hours taxis wa*re fn»- 
(juenth nnaxailable, 4*s|><'ciallx oufsich* the main shopping di.strict. 
Bv citv ordinance ta.xis wtne forbidden to solicit rides on routes 
ewered by public transportation. 

Ownership of prixate automofules in Linc'oln was well above the 
national average, but a consumer survey showed that anlornobih* 
ownership dropped from 70.9 |K*r cc'nt in 1945 to 63.2 |M»r c(*nt in 
1946. 'Fliis was attribute*!! to higher initial C'osts of purchasing lU'W 
antomobile‘s and to higher operating ce»sls. In the central shopping 
(li.strict. parking-lot tee*s ranges! from 35 to W) cents per day, al¬ 
though montlilv rate.s of S6,(K) to SIO.CK) were* offered regular pa¬ 
trons. In the wholc'sale* and industrial dislric'ts parking Uh^s wmtc 
loxver, and companies frexjueiitlx' proxided parking space for thf*ii 
employees' cars. 

In addition to traffic derivexl from passengers going to and from 

^ tolaU i;u:1nc}r ftiwmnts of %m )t as that hum 

chartcring and 
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work, there was a suf>staiitial volume of revenue traffic from w'onien 
shoppers,who customarily traveled to and from downtowm shoppintr 
districts in (>ff-[K‘ak hours. I>uriiig and after the w'ar, growth of 
suburban shopping c« nlers had reduced the numbers of shopjKrrs 
going to tlie central shopping district. The 1 Jncoln taty Lines had 
studied the advisability f)f tfiic*<Hiragiiig tliis off-peak travel by re¬ 
duced rates, Init up to May, H>47, when the genera! rate increase 
was rec|oest<*d, no didinite steps had Ix^en taken. 

Tlie proposed rate increases submitted to llie railway commission 
in May, 19d7, calle<l lor a regular easli fart' of 10 cents or, alterna¬ 
tively, the pavnu'nt of a token, which was to be sold at tin* rate t>f 
three for 25 eerjts. C.hililrcn lit'twet'O ijie ages of fi\t‘ and twel\<' 
years were to rith* at the cash fare of 5 cents. (Ihildnai under five 
years of age, when accompaitied bv a revcMuie passengtT. wt)nld la* 
carried free. A forecast of the proportion of pass<'ng(‘rs that would 
ride at the various rates pi'ojjoscd by the cornpativ indicated the' 


following divisitin oi traffic: 

/S rrrti!i){f* 

('ri.xh (.‘Iff ... 7 an 

tiirr . 3.0,’t 

irir( thrM* tMi iJ.'i \< nth .S<r07 


me o) 

1‘he coinpain antieijuited a dtx’reast' in traflie for the \ear 1917 
as a result <»t the decline in population and in industrial produc tion. 
If the reejnesied rale incia'ase were* granl<‘d. the cornpan\ belies ed 
the combined efb‘c t of all factors, including the rate incTcase, WDiild 
ledncr the annual nnml)er of revenue passc'ngc rs to 9.S2(i,95(i 

Ql KVMOVS 

1 Was it iulvisalilt' for the laueolu liily Lines to apply for a rate in- 
tTeas«' in Maw 1917? 

2. W’onid the proposi‘d increase alleet all classes of traffic t‘(jiiallv? 

3. Wtmld it Iwt* desirahlc tn offer lower rates (tj some classes of ir.iftic? On 
what grruiiKis is it jnsttfiahle to have lower rates for cluldreri? 

4. In the ahseme of stale regulation of ratt\s. v\hiit prices would an in¬ 
telligent street railway inanagt'tneut set? 

Case H-3: AMERICAS MARKET I \G ASSiXUATlOS 

In the fall of 194(1 tht* directors t>f the Amcricau Marketing Asso¬ 
ciation decided that more revenue was nwded for nu'eting current 
ojH'iating ex|H'iist‘s of the assiK'iation. and they were cxrnsidering. 
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tbenrfore, nixing inemlK'rsliip clues from $5.0() to $10.00 p€*r annum. 
On Novembt*r I, 1946* the president and directors polh*d the mem- 
Ix^rship as to the desirability of incrcfasing tJie clues. Along with the 
ballot, which w'as mailed to each member, vi»as sent an explanatory 
letter setting forth the need for increa.sc‘d revi-niies. Thi.s letter noUxl 
that there had been a marked rise in the mimlnM* i>f members belong¬ 
ing to the association (Exhibit 1) and tint th(‘ work of tlu‘ secrt^- 
tary’s office* had grown to such an extent that it now seemed desir¬ 
able li> increase the anioniit of paid sc^eretarial help. 
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Tlu* liiter also pointed out that, with ll»e ii\eieasf‘d m<*iTilH'rship 
and the* f staldishment of si\te<*u chapters of the assoeiation through¬ 
out the rnited States, it was neec'ssarv tt) prov ide a travel budget so 
that the ofHcers of the* association eould ket'p in closer toneli with 
the nu'inbership. The directors also belicNcd that it was desiraldc* 
to establish a inontbU bulletin to l»c sent to all members. In llie 
years follow ing the war, printing costs had risen, and these, togellu^r 
wit!) the expandc'd membership rolls, liad lf‘d to grcMttjr ex|>ense 
in sending out pericMlic letters to the membiTship. With the in¬ 
crease in meiiibershi}), distribution costs for the lourrial of Markof- 
ing, the official |X'ricHlical, had also risen. The directors, furthermore, 
proposed that the roster of memberslup. w hich had hitherto bee^n 
sold to memlHMs for $1.(K) a copy, be* sent at no additional charge 
to each member. 

On Januarv 9. 1947, the s<»cretary f)f tin* association announced 
that the rmmibership, by a vole of 7^36 to 130, had ratified the in¬ 
crease in dues. The ass(x:iation immediately adopteil an expanded 
budget for the year 1947 w hich reffected th<^ conditions note^rJ in the 
officers’ letter of N<ivcmber 1, 1946. The inertjase in income and 
expenditures for 1947 over 1946 is shown in Kxliibit 2. 
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Exhibit 2 
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Tlu* American Marketing Asscxiatioii was formed in 1936 hv a 
inerg<*r of the American Marketing SiK'icty. wliich had \}wn cstab- 
lislu'd in UUl, anil the* National A.sMK'iutiufi of Marketing Teachers, 
founded in 1915. The major jnirpo.sos of llie American Marketing 
Assoc iation wore stated in the c'onstiltition as follows: 
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1. To fosti?r .scietjtific study and nrsi*art h iu the field of imirkctinj^ 

2. To develop sound thiiikin|;; in marketing th<?i>rv and more exiU't 
knowletlge and definiti<7ii of marketing principles 

3. To improve the nielhmls anti technique of marketing research 

4. 1*0 conlnhnte to the improvement of die teac hing of marketing 

5. To deselop better pulilic understanding and appreciation of market¬ 
ing problems 

ti. To stiidv and discuss iegislati(»n and judicial] dt'cisions n^garding 
markt'fing 

7. 'To impr(»\c' marketing personnel and stmlv personnel prolilems 

S. To rt'cord progress in marke^ting through the jniblication of a jmirual 

‘J To encourage and njihold sound, hmiest practictvs and to kt/ep mai ‘ 
keting wfjrk on a high ethical plane 

National Tneetings were Ijeld twice a veiir in Deeeinber and in \1av 
or JiiiK'. rlit' assoti.ition, after tlit* nuuger of the two parent or- 
gani/ations, also es(a)>lislied a ih*w publications tfie /oiirrir// of Mar- 
krtiu*^, which first appe«trc(l in )id\. 'Mu' new publication 

superseded the Aao ricmi Matkrtiri(^ Itmruak u Iheli had heen piilv- 
lished b\ the' Aiuerieau Marketing Soeiedw and tlit^ \ational Mar* 
ki'thii^ lirriru , which had been published l)\ the National Associa¬ 
tion of Markcding ‘ri*aclicrs. 'f lu* Journal of Marketing appe^ared 
(juartefl\ and ^^as distributc'cl without additional f(*(' to tin* cuitire 
incunluM sliij). 

1 1k‘ meinbeiship of tiu* AmcTican Markcdirig Association was 
('ornposi'd of individuals in thic-c occupational gruujis; nn nibers 
ernplosed b\ business linns and trade-associations; teat liers of mar¬ 
keting and ?elated .subj<‘( ts in iiniv<Tsiti<*s and college's; and grn ern- 
imuil officials. 1’he respective percentages in cacli of these groups 
Tcprc'scntcd in tlu^ trdal nieinlx'rship in January, HJIT, arc shown 
as follows; 

i'f r f 'r nt 

},injc . 

. ‘J ^ 

UuMiif >'■' (mrltKitlijf liai'-ti-’} T'.» 0 

lUlO 

Even in July, Ukdfl at tlu' time of the rnc'igc^r of lli<’ two parent 
organi/alions. mcTnlicrs who were cunploved bv business C'oinpanies 
ontinirnlH'i (»d univ ersitv’ teachers and gov eminent offiiaals. The in¬ 
crease in nicmlH^rship from 1937 to 1948 /shown in Exhibit I) was 
to a great extent from t^rmmercial rather than academic sonrees. 

The Journal of Markctinfi c^ontained articles from mernlKTS of all 
chisses, but particularly frrmi the university group. All except one 
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f*ditar-in-chiff of tW journal in thi* elt?vcm ytiars of its existence had 
Ikwti nniversitv faculty rn«*mlH*rs. It was generally Iwdieved that the 
university nieiulH^rs consi(l(*rc;<l tlie journal more important to their 
professional a< tivitics than did the Imsiness n»emlH*rs. 

Most of the m(‘inl>ei's Iwlouged toother prolcssitiiial or^aniziitions 
as well as to tite Marlvctiue AsMK ialion. Some of these oreani/ations 
had adsaiueil llieir dues dorint» tli<‘ |K*riod after the war while 
others had not. I liese ehaiiors are shown in Kshlliil o. 
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Prior to the war, dinner inei'liii^s at eonvrntions 

of the American 

Marketing .AsscK/i.ition wer<’ cnstoinarilv prict 
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2.fK)or $].(K). In 
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In the letter to the niemlnaslnp on Nosemhi r 1. 1947. rei^aidin^ 
the advaiu'e in dm s, the iitfiec rs pointed (mi! (hat tlu' total cost of 
active participation in the Marketmi; AssiK ialiou was ima li greater 
for each inemher than ll»e dues themselves; 

'fo phu r the m.ittrr in peispiHinr, it must he i;ent*i;dl\ c<»n- 

eedrtl that \ M A. (Iiu'< Ikoc- been ““anil will (■iuitinne to hf’—a relatoelv 
sttmll j)ar1 of tl\t‘ i o>( of iU‘ti\ e partieip.itioti in tin' affairs of the AsstKria- 
tion. (fill* \vl\o i;et.s lull measure ol benefit from his membership, who 
remilarU attranU ItK al and nati^mal meetings and who c*mtriluitf*s tiim* 
and talent to ct^iniinttee work, will evpend manv tini<‘s the amount of the 
annual ilm s which sustain his iiK'inlHTship in the course of such activity. 

Many business companies onconiagc*d their executives (o join the 
Marketing Assoiiation. It was ciistoinarv for these amipanies to pay 
annual dues for their emphiyee niendHTs as well as traveling and 
other coiiventitni exjH'n5<\s for asMKiatkm meetings. Many com- 
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paines also folV>u'ed the practit'i! of paying for weekly luncheons of 
]<K!ul chapters which eniplfnin* niemfx'rs attended. Universities, on 
the other luuid» ordinarily <lid not pay for any nieiidH*rship expc*nses 
of their faculty €‘xcepl wliere their staff ineinl>ers were presenting 
papers at a consentiou. It was then the (aistoni to jxiy for trans|KH*ta' 
tioTi and soinetirnes hotel expenses. Weekly luncheons were seldom 
paid for In the universities. 

Aft<‘r the dues had lM*en advancetl from So.(X> to SIO.(X), total 
n^vernie iiureast^d from $11,225 in 19-4h Iri $25,725 in 1947. 

(,)ri*xni »nn 

i. W as tfie dr’iiiaiai lor jijrf‘rnlw‘iship in the Ainerieun Maiketini; Assucia- 
tiDti el.istie nr inelastic? On what assumptions do y(»n l»as<* your an- 
hwer? 

2 What \sas the pn>hah)r ditiereiue in elasticity of dettiaiKl on the j)art 
o| universitv ineinlKTs a^ cf>mpaiet1 x^ith liusiness nnMnlx'rs? 
ly. eeonoinie faetors acatninletl lor the iriennise in rexeiiuc* of the 

Ana ricaii Marketing Assoeiatum alter the meiease in dues from $5.t)fl 
to $10.00- 

Cfisi ii~i: MW' YORK, \rw }!w r:\\ asd UARTronn 
RAIfMOAP \il) 

IVior to june 1. 19¥), tlie basic passenger fare for railroad travel 
in tlie t'astern United State's was 3.6 cents per mile. I'or Pullman 
traxel there was a surcharge above tliis basic rate. On )mie 1. 1936, 
by order oi the Interstate (^omiiK'iee ('ominissiuiK tin* l>asi<’ rate 
was lowered to 2.0 cents per mile for com b travel. Tlie PullTnan ratt‘ 
was ri'diiced to .'i.O cents per mile, and the stucharge was abolished. 
Tliese fares eontinned in effect until JuK 25, 1938, w hen the Inter¬ 
state Ooinmeice ("oirimission aulhori/.i'd an increase in the coach 
rat<‘ to 2,5 cents pt‘r mile. The Pullman rate- remained at 3.0 cents 
|H^r mile. On Maieli 25, 1940, ih(’ commission restored the basic rate 
of 2.0 mits for ct)ach travel. 

It was general!) Indieved 1>\ officials of th<* Interstate Cotnrnercr 
Commission that a reduction of railroad passf*nger rates wotild, 
under mans conditions, serve to increase tt)tal n'venues. Tfiis view 
was not sharrrd bv officers of the New Haven Hailroad? A study of 
the demand for pas.s<'nger travel on the* Nw Haven f)y Mr. William 

■ For Ktatc'tncras nf i)u' e*>miiuxsion o( tlif' iivanaj^fTm.'tit of llw Nrw 

Haven fUitnjiitd Intmlnie Cnmmfirce Commwtifm HeportH, Vol. CX'XIV. No. 
26550 . '‘Pajv.«rTi^t*r Fart’s and .Surthargt-s'* {Fehriian 2 H, pp. 174 ff. 'Hiic 

opmif.xn of Conimiiijkiontrr MfryrT i.s rt'iiffKliH’edi at th** end of tins ewse. 
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J. Dixnii of Yiilr UiiivorMty tlirt w soitk? lii'ht on this probUnii, The 
Dixon sttidy was eonfineil to part of llie Now Haven system, the 
lieavilv triuele<l Slitne lane riiitiiiiig fnnn New York to Boston 
tliront!:li the cities of Hri(l|4«'porl, New Ha vein N<'vv 1 .omloii, and 
Fn ivideiK'e.' 
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Exhihit 2 
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indnstriali/ed seetitnis of soullieni ( (iniiec tient, bordering Long 
Island Soinui, and the populons inannfaettniii*: areas of Rhode 
Isliind and eastern Massaehusells. In the perioil iVkVV-IO this region 
e\penejut‘<l little ehange in p<.*pnlation. the six prineipal eities on 
thi' route ol tlie New Haven ha\ing tlu* following tropnlations in 
l<M0: 


\? vk r.vr,a..iJ rro\hU'!ur 

. .. i.ato.imx) 

Nrw York . . , 7.-4 .*m.(XK) 


^ Xlrt!>\ iA fk<- r.». ts ,oia,»ni»‘a JU fl.iv pn-M Tit t.iM' ;irr c'<! tnum Mr, Hnon's 

I hr .».? nt-TTMtuI frr iimhiHui Vtix^rn^ir / riiuv|:x‘rt<u(Airi < \\*u Haven: 

\4iU l iuvt’JMfv, l!>l!'• Xttrnvi 
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I'lu’sr citirs [>r()vi(lr<l tlir New llavt ii ILiilroad uitli a dtaisitv 
of traJlit , ainoimtiiii^ lo local passcum rs, or ■325.5Ifi.CKK) 

pasM’nmT miles in LMO. 

In «)rdcr t») dc tniniiH' tiu* cdfcct of rate chan^ivs on voliiriK^ of 
traffic. tlu‘ siir\c\ coscred «>nlv li>cal traffic, that is, tln‘ trallic winc h 
orii'iiiatc-d in the six principal cities of tin' Shore' lane and whicli 
had as dc’stinations some one of tlnvsc* c itic-s. Inte l line* and com- 
ninting traffic wore c'xcliided. 'ricket-sah's data wen' collcH led from 
station accounts hv months for the* veavs I9>rv-U) inclusive. 

The Nc‘\v Ilavcai ofFc*red four tvpcs of pvissent;<»r scTvicc: rcj^ular 
coach, rcqular i’ullirian. liniitc'd J'*ullnjaij, and c xcursimi. Hr^ular- 
fare traffic, both c*oach and Pnllinari, aCTonnted for the laruest part 
of total pa.sseni^er rcvc’iuie. For this reason it was dec ided to study 
the relationship of the* volnriie of this traffic to ratc^ changes. For 
purjioses of this study tlie weighted averages of regular coach and 
regular Pullman fares we re drlcTiniiu’d In giving cdfect to the iiuin- 
\wT of passenger miles actually recorded ffir c*iu h typ^ of traffic. The 
resvdt was a weightc*!! average fare actually moving traffic in each 
period. 
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AltlxMigh, ;is lidted nhavi^ there were three priinury rate changes 
in the jx^riod IflilS-IO, from time to time niiimr (Inmges of rate 
were introdiiee<I hv the railroad. Prior to tlie Interstate Commerce 
( oinmivsion ruling f)f June 1. there was a rate for 

thirtv-dav rfamd trip and sumnif‘r trav«d and a 2.5-<'ent rate* for 
week-end trips, hotli valid in cr>aehes and Pnllinan cars. Between 
I^rovideiKe and Bosfrm, the* 2.5‘C‘eiit rate* also pr<‘\ ailed in fi\e tri|) 
form, and on Jniie 5, lO'io, a oiK‘*da\ roimd trip ticket uas estah- 
lislnd hetvvc*en these two poiiits computed at ap|)roxiiiiat<‘ly 2.0 
cents a mile. When the New York World s h air o[)ened on .April 30. 
1930, tlk* New llaccii introduced si\t\-dac rounrl-lrip coac h tickets 
ill 2.25 <:r‘nts per mile, 'l lu se were at first g*K>d onl\ for trips into 
New Volk, hut two monehs laU i thev \vc*re plac<‘d on a svstem-wide* 
basis, niiring the (]|)ri.stmas season in both I9>S and 19.39. special 
round trip coach tickets with limited retnm wt‘it‘ sold tor 2.0 cents 
a mile. During the entire [x*riod, Siiiidas and liohdav popular ex- 
ciirsion tickets b<*twe(‘n c'ertain points, piircd at approxiuiateU I.O 
<'<*nl mile, were on siilc\ as W(3I as some s|Hvial two-da\ ('.xcursion 
tic kets at somewhat higlu*r rales. Exc'ept for the (“xcursion rat<‘s, all 
of thevse* minor fan* c hange.s. as well as the* tlin’e priinarc changt*s of 
jime 1. 1930, Jiils 25, 193S. and Marc h 25, 1930, wtue included in 
the \s‘eiglilc*(l ii\t’rage lares for regular traffic' 

For each of the years 19.>> 4tt, weighted ascTage fares of regular 
traflic W(*n‘ C'omputed for the* winter mouths—|iuiuar\, Ft*hrnarv, 
.md Maieh'—for tin* summer months—jnne, jnl\ , and August—and 
for the CMitiie year Tlic'se sc'scaal asenige fairs were tlicai placed 
against llie ie.spc*c3ive traffic volume's tor eac'li of the \ears under 
sluih , as shown hv FNliihit 4. (uapliic prc'seritalion of these data 
in Exhibit 5 reseals tlu‘ c*\isteiic<' of an umnistakahle rc4ationsliip 
between lan*s. ti aflic'. and res emit'. A tare reduc tion of per cent, 
for example', from 3.0 to 2.0 cents |>er inih', was. on the avc'rage, 
associated with tin* following jH'rc't'ntage increases in passenger 
miles and levcmic: 

11 !.*«,'»'■ S’lTHrrir* 

imUvv s7 117 It*;! 

lit vnm*’ IM 4.'i 

The survt'v noti*d that, on the graph for the summer months, the 
observation for Uk3(i wics litdow* the* curse of rtdationship In^canse 
then:' is a time lag of alnnU tsso months aftt'r a fare change Ix'fore 
traHic reaches the level it would ordinarilv have at that fare. As 
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iitftl to tliiN, Do thr basis t)f tliis r\idi iKo it was toolali\ely coii- 
rlii<lr<l dial traffic* soloiiio was stronjiily iolluoocod hy llu* ciiani!;cs 
of fart s and tliat, witliiu the actual ranges of rate change, revenues 
vctjuld iiu rtMsc appnn ia!>ly at lowc*r iares. 

Some jioproNcijicnts in { ({uipiiK'nt wi re introduced in the period 
19.'i5"-10, On juric^ 5, 19>i5, the .streamlined ‘Yaant'l ’ lM*gan iinh*-a- 
rnimite operation ht'tvveen IVovideiice and Ihiston. 'Fhe first of some 
two hundrc'd new air-conditioned, streamlined Cf>a(:hes went into 
serv ice^ late* in 1934 and the remainder at irrf'gular intervals there- 
aftcT up to the fall of 19>S, although most Sliore IJne trains had 
been assigm^d this type of ccjuipmenl by the end of I93b. In addi¬ 
tion, many of the older ears in through service, including the dc luxe 
coaches purchased in 1931, were* air-coiiditioiK‘d. 

'Hie number of trains serving Shore lane |K#ints remained <\ssen- 
tialK the same until April, 15>4(), whtm frecpiency of service was 
materially improxed. An hourly-on-lhe-hour leaving time* betwetm 
8 :(K) A.M. and (id’M) v.m. was established from Boston and New' York 
for trains t?oniiecting these two cities, ami schedules (or thcr niii 
were cut fifteen to thirty minutes. The niimlnT of New Vork-New' 
Haven trains was increased hy 11 |>er cent. prox irJing approximately 
half-hourly .serv ice l)etwwn th<»se jKiiiits. Other schc*dule.s w'ere also 
reairanged and new train.s added. At this time, trx), the c*xtra fare 
for travel on the “Yankee Clip|>er’’ wa.s alxilished, leaving the 
^'Merchants' Limited'" as the onlv extra-fare train in tin* svstern. 
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Minor adjustments in the running times of Shore Line trains were 
made throughout the peritKl under study, the only general change 
aside from that of April, 1940, oc*curriiig in July, 1935, when the 
sc'hedules of most New Vurk-Boston trains were speeded ten to 
fifteen minutes. 

Aside from the influence of rate changes on volume of passenger 
traffic, it was possible that shifts in the level of biisiiuvss activity and 
in c(»nsnnier income might have had some effect on travel. Tlie 
Dixon siirxey, llH/reiore, examined xarious indicatius of bnsinr'ss 
acti\ ity such as the Duns H(*gional Trade Harorneters for New York 
(aty and for Boston, department-store sales in Nt'w ’I oik and 
Boston, emploMiienl and pa\ roll statistics and vfihime of toll r ails. 
In onh’i to lt‘ari! wlittlier busiiu'ss actisitv caused tht* d('\'iatim»s 
from the lines ol rr lationsbip sliown in Exhibit 5. actual passenger 
traffic xeilumes (or each vear were plotted as dc^viations against 
various scuies showing business activity. It was discovered from 
these studies lli.it busiiu ss activity “dot's ha\e some etft*ct on pas- 
sengt'r traffic, but a treincndtms incrt*ase or decrease* in such actiN'itv’ 
is retjuired to jiroiluce* a noticeable change in the* re'giilar fare traffie.* 
taken as a whole." In a similar manner, deviations were* plotter! 
against changes in consume*! income as sliown by data r>ii family 
1)11 ving power piililislar] b\ Sales Maua^rnirnt niaga/ine. Again, the* 
conclusioii was that passenger traffic “variatieuis w ith income le\e*l 
are not too striking,''* 

The .Shore Line; of the New flawn was faceel wr'th competition 
from four sources: private autornobih^s, ])uses, airplanes, and sferun- 
ship lines. The* short-haul character of the New llaxen's traffic made 
it e.Kceedingly xulnerable to highw'av compe tition, espex-ially that 
of private automobile,s. A comparison of automobile registrations in 
the threr* New*' England staters through wliich the* Shore Line* pas.se*s 
w’ith Boston-New York rail travel is presented in l^xhibif fl 

Nfonthly figure.*s for private aiitomolnle traffic f»n the Me rritt Park¬ 
way, which extends from a few rnik‘S west erf New I la sen to tlie 
New York state line, parallel to l^S. lloute 1 and the News Haven 
Shore Linf.% w^ere available from eh*ctric-eve counts and toll-pay¬ 
ment records of the C-omiecticut Slate Highway De.*parliMe‘iit. The 
counts were started in March, 1939, lwe*nty rnontli.s after tlier first 
section of the parkw'ay opened. Traffic along the* parkway showrd 
a 14,7 pt'r cvj\i increase in ten months of 1940 over 1939, w hile rail- 
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road to New York in and out of Now lla\<*n and Brid^oport, 

adjusted tti a 2-cont'farc Irvt'l, would have dioppe'd |H*r oiait. 

In I'.xhiliits 7 and H are prrs<uit4'd data for ])assrnmT truflic and 
fares, Boston- Now York, on liii»liu'ay bus linos, airlines, and railroad. 
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Some effect of rediKtions in rail fares in 19^36 is evident in the 
decline of bus travel the following year. It is also [X>ssihle that the 
rail rate increase in pminoled the larger volume of bus travel 
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shown for that year. No decline in bus tniv4'l folk>wed the rail rate 
reduction of 19^. 

Although the relatively high price of air tra\el made c'Oinparison 
witli total rcgular'fare rail traffic of little significaiu‘e, the volume of 
air travel had an important In^aring on Pullman traffic. Pullman 
traffic accounted for hi per c*cnt of the New Haven's total passtaiger 
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travel and for an even larger share of re\einie. Alwml Ml p<T cent 
of this traffic was lM*t\vcen New York and Boston and New York 
and Providenct*. The sur\e\' showed a itiarkt^l downtrend in Pull* 
man travel over the [xtickJ J937-4(K AltJiough c*omj)arisoii of varia¬ 
tions in coach travel and Pullman Iras el showed littU* relatuaiship 
Ix^tween tht?se variables, comparisons of air travel and J^iUrnan 
showed significant relationships. An increase in tin* former w'as 
clearly asscKaated with a devreasc in the latter. Likew ise. Pullman 
tr:iffic w^as found to l>e influeiictHi appreeiablv bv the level of lousi¬ 
ness activitv and total buying income. 

In the period cwered by this survey, four steamship lines am- 
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with the Shore Line of the New Hriven. The railroad’s sub- 
sidiurv. the New Eiij;i»luiHl Steamship Coinpanv, op<Tat^^d two lines, 
one of wlncb efiga^^Mj in sfrrvice Iw^tw^eeii \(^w York am! Prox idenee 
and the other iH^tween NeW' York and Fall Hi\er with bout-train 
eonfKvtion to Boston. 'Fhe Provideiu e I,ine abandoned service in 
Mav, UfiTj and the Fall Kiver Line discontinued o|X'riitions in July 
of that \ear. Hu* iiidep«*ndentl\ owned lines, the Lasttan Sti amship 
Oinipany and the Colonial lane, operated l)etvveer> New York and 
H<iston over the entire periofl <»f the snrxev MonthK fii^nres of 
N«’w York I^ovidenee rail tickets sold sliowed no t;aiii v^h4‘^ the 
Provid<^n(‘<* Line diseontiiiiied opeiation in Max , U)'> 7 . Olli<‘ials of 
the New Hax'4‘n were doubtful, lumf^vt'r, wlictliei the small xolnnn' 
(jf tile Proxideme Lines traffic, ax era *4! n 14 on I \ fixe 01 six hundred 
passen^l‘vs a month, xx'ould ha\e iiiHurn(<'d railroad traffic, x^lucli 
was ovf'r tvx tntx thousand a mmilh at that time, An incic*ise in New 
York”Boston rail traffic m Jnlx over |une ot BJoT, whirl) ran contrarx 
to the normal seasonal pattiTii, snm^ested tl)at some of tin' Fall Hiv«*r 
Line traffic niruht haxe sliifted to tin* railroad when that Inn* alian* 
doned service* e,irlx in julv. Cornpanx officials noti'd, howr\(‘r. tfial 
increases in traffic of the tW4» reinaiuiiej; stcMiuship lim*s, (‘olonial 
and Fasiertr moie than ai*c*ounted for tiu* passengers lost bx the 
Nfwx I'aii^Iaiui Steamship ( a)m|>aiiv It x\as also ex idml tliat retlm - 
tions in rail fare’s had not resnlteul in lakine bnsirnss from the 
water carru'is: in l>nth I 9 >f»and the I'aslert) Steamship (,'om- 

paiiv and the ( adonial Line experienced inrreaM’s in traffic. 
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In addition to the ext(*rnal connH'lition t)f i>iIwt fonns of traivs- 
portation, reiinlar-fare traffic- on the Shore Line was inlhiencc'd by 
two tx j>es of internal competition: limited-train serxit'e and excur¬ 
sion traffic. Liinitc’d trains cann|K*tc'(l exclnsivelv with Piilbnan traf¬ 
fic, exeursions with remilar-tare coach traffic. 
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Two limited or extra-Lire trains op^iatf'd on the Nw Havens 
Shore Line during the {mtukI tinder study until April 28, l^MO, when 
one of them, the "Yankee (dij>|H*r,” was taken out of that duss of 
servile The principal feature of liuiitcHl trains was tluMi short 
sclit'dule lime hetwet^n New York and Boston. Frior to April 28, 
U>‘4(K tiiis was four hours and thirlv minutes: tin reiilter it was re¬ 
duced to four hours and fifteim minutes The idpiipment of exlra- 
(are trains was wot materiallv eliunj^ed diiriiii; these vears evc'ept 
for remodeled diinas; iht' Fullman. parlor, ihih, anil ohsenation 
cars were of standard design The “Vankei- (!lippei " s<T\ (*d all points 
eviept Bridgeport; th** "Merehants’ Limited ' dill not stop at Bridee- 
]>oit or N(*\v l.ondmi, Dmin'^ the period when both trains were 
ojwrated, thf Mi ii h ints Limited alwavs c airied ahoiit 5(t per c ent 
more passi*ni;ers than the '('lippei/' possil>h hreaitse of its fi\i‘ 
o'llfxk lea\mi 4 time fiom New York anrl Boston compared to the 
one oclock dcpailme of the "dipper. Prior to April 2S, BHO, New 
York- Boston and .\« vv Vutk Pioxitlence passengers madi’ up more 
than W per ( (^nt ol (he liimteil train users Durinj' this period ahout 
one-foiirth ol the rnllman tralfie Between these cities was hunted 
train traHie. alti r (lie ‘'L'hp|>ei" was rt*ino\ed from i xtradaic* service 
this proportion dropped somewhat. 

rhere sMTe two piimipul cliaiiiies in limil«*d'traiTi fares in the 
period 40. The first occ urred in 1940. when the Pullman rate 
w as redui'ed to ^5.0 i ents a mile. At that time fxtta lart‘s were in- 
creased, allhouuh the fitial fan* on limiteil trains Belwe«'n Boston 
and New York was leduccd from SIJ.95 to in 1940 thi' total 

New York-Boslon rate was fnrlhi'r redneed tr» $9.00, willi profxir* 
tioiia! ri'duclions in tin* rates lM*tween other points. 'I’here was no 
increase in till' New York - Bostim and New York- Pros idence tralfie 
on the "Merchant’ IxTause of tins ehan^^e. In fact, it did not even 
absorb anv passeie^ers from thi* "dipper when this train was re-' 
moved from the extra-fare class. With the exeeption of jiilv, durint^ 
the entire vear of 1940 until Df^emlnn the “Merchants' " monthiv 
tnilh'c was less than in I9’>9 wlien IwUh train.s were operatiujij. 

Several kinds of excursions were opeiated bv tin* New Haven 
dniine the years 195o-40: Sniidav and one-day holiday excairsions. 
lw'f> and thriT-day holiday excursions, weekday World's Fair ex¬ 
cursions. and football exc nrsions. Tlir bulk ol this traffic', how'ever, 
was ccmfint'cJ to the Sundav and one-<fa\ holidav excursions which 
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^vrr ci>ntui\ii)tisK in oy<t llus p<^riocl t'xc'iirsion tickets. Wing 
at reilmr<l rales, were \alic! iuily nti attain trains, wliich were 
iisnalU only lor c'xcursion passi'ngors. 

During most of this pcrkxl the principal excursion rates approxi- 
niatrd one* cent a mile. In the jK'*ri<xl from April rJU to August 6. 1939, 
thee were temjH>rarily raised sormrwhat this h*vel From Ift'JS 

to i940 total excursion traffic Wtwt»en New York and BridgejxYrt. 
New York and Now Ha\r?i, and New Y'ork and Pro>'idenee-lioston 
d«*dint*d from -MX>,(XK) passengers |ht annum to alnnit 260,iKK). In 
tins same period, of course, regular coach fares were reduced 
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drastically. Exhibit 10 shown the graphic relationship of excursion 
tra\'el and average regubn fares* New York and Boston-Pro\'idenct\ 

Ql'ESTlONS 

1. Was the demand for regular-fare paswMJgf i tra»vsportiition on the 
Shore lane of the New Uasoit llailroati elastk or inelastic? Why'* 

2. From the standpoint of the New Haven luanag^Muent, was the reduc¬ 
tion, on Ntarefi 25, IfHO, in the basic rate for c'oacli travel a desirable 
move? 

5. in the light of the Dixon reiiort, is the result t>l this reduction, shown 
in Exhibit 1, one you wtuild have anticipatc cl? \\‘bv oi wliv not? 

^1. What bearing have factors other than prices on the resuits shown? 

ArrESDlX TO CASE // -/ 

DISSLNTiNC. oriMOX OI t OMMISSIOM H MFYKK OF 
INTKhsl Ari; (:o\fV1I.K( r. t OVIMISSION 

It is said tliat the re<lu<e<! faie.s wdl im reast* b»»th itross and net 
revenues because- of the iiureased volunn of tralfii wimh th< r.iilrr)ads 
will secure througij tlieni. The erueial [jonit in th<' entire r<‘port. therefore, 
is the jvrosjK’clive increase in the volmue of trailic. 

Tliat tlie r<*dnce<l fares will result in sfune increase in the volume of 
traffic may be aclinitted, I'lu' extent of that im rt'usi' is u matter of sjxxin 
latioie 7Tiat it will l»e snlficient. as loiirid m this repfirt, not on!\ to offset 
the i(»sses resulting from the reduction in tht' basic fares hut siilTi('ient 
to increase both the gross and the net rf^venne and (orrespondingly to 
improve th(» financial condition of the carriers is open to grave rpit'slion. 
In fact, to me it seems almost a (vilamtv that the ( VjHi ted result eaimof 
Ik* reali74*d. 

In niv judgment llu' future of tire passenger business of the railoKids 
lies in the day t“oach. Basie fares of 2 rents and \ c<Mits, rt spei ti\elv. can¬ 
not attract to iht* railretads enough addiliona! fmsmess to kee|> them 
whole, at lea.st so far as the eastf'rn district is arneerned. I agree with the 
repmt that ex|K"rim<*nts vvhieli the railroads liave Ihmmi inaking for several 
years past must Iw t iintinued. as jxrinted fail in detail iri the text. On what 
basis the equilibrium lK*t\veen cumpf’titive forces r<*pr<'N**nteff bv c'om- 
mating transportiilioi) agencies will f»r can be* esfablisbed no om* can now 
know. In nry opinion it will not V>e on a basis of 2 c^mts and 3 rr- 

spet‘tively, jK*r pas.songer-mile on the railroads. A straight fare of 2 
in coaches and 3 cents in pnlhuans will rwit recfivcr to the railroads the 
volume of traffic whic'h this report assorts w ill result from the redutlirm 
and which must nwiilt to avoid confiscatinn. 

The report apportions the existing ptssc-nger mileage perfonnrKl by the 
traveling public in the entire ccnintiy as follows; liust's 3 |>er cent, rail¬ 
roads 7 per cent* private automobiles fK) p^r cent. This is the litest estimate 
* /ntir,rf4r/f Cfrmmen:^ rimimijitswn Ftcfn^rn. V<4. f'f.'XrN', \a. 2f35.50 t Frhru- 
*1%' 1936), pp. 259-6L 
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availahlr. The* rqHiirt fiirthc r ^n^mnnvH that the increased voluine of pas- 
sei»j;er trulfic lor th»* ndlri^ads must come childly from the private auto¬ 
mobile. I belif'vo the latter also to be correct, flowever, in my judgment 
tlie basic fares fit 2 cents and 'I evnts can neser recover from the private 
autfanobilc the volume of tralfic which thi.s report assumes they will rc- 
('over, arai w hich the\- must recover in (jrder to prevent outright amfisca- 
tion uriiler the order The soiitidness of this analysis can be tested any¬ 
where In any pri\iil<? automobile owner. Let rne illustrate, using only 
the proposefi basic lares in the comparisons. 

It is a imtmions fai-t tiuit private anl(nnobilcs generally are not nearly 
used to the extent t»| their service life. The chief factor which enters into 
tht‘ deci.si<»n on the part ol the privati* iintomol>ile riwricr when he is 
iOiifronted hv tht' chfiiit* In tween using his aiilomolijie and riding on a 
railroatl train is the cost ol gasr>line an<) oil. I)epre( iation d(M\s not enter 
betauN<' lie lia.s liis automobile anyhow and he will not exhaust its service 
life Kxeivone knows that the higher'})riced heaw antcmiobiles travel 
Only 19 inihvs or l<‘ss on 1 gallon of gasoline, while the lighter and lower* 
priced ones travi l Irom 15 to 29 miles and more on a gallon. Where only 
one person travels tht‘ (ost fiv train and bv automobile may approximate 
each olhf^r rather closely, dcpciitling chn lly npoii the tost of a lailiriad 
ticket compared with the cost <if gasohne tsmsnmed 1)\ tliat jvarticnlai 
MiitiMnobile. Wircfi two or more travel the set-up is r.iditallv dillerent. 
Tor two pt rsons (he altcmatixe prr’senled is that of 4 ct iits or 9 tents per 
mile fur Imth together bv rail. c»»m[)arcd with froui 1 cent to 2 ctmls |>t?r 
iniic for both in a pri\at<* antomobiicv \\ here thn*e perstins travel tlu' omr- 
parison is between 9 (t uts and 9 ermts per mile ft»r the thret* together bv 
rail, compared with Irtnu 1 cent to 2 cents for tlie (hrei^ fogi ther by 
prixate automobile. As the umnber tif p<‘rsous in the group bc<;*OTues still 
greatei tiu' decision against the railroad l)ecomes nmrc' d(*ei.sive. ,\s I havf‘ 
statetl bt icnc. iinv one owning an aiitoiiu»l)iU' ean test this line of rea.sori- 
iiig ini himself anvwhen- where tfreo* art ratlioad.s and highways coin- 
p€‘ting with one antjtlu*r. It is mmewssary to g(» in!(» many minrir factors 
such a.s vxfallu'r. personal ctniM'iiieiice, train scht‘<lnU‘s, location of rail- 
road.s ('oinpartHl with highways, differences in time on the wa\\ hours of 
departure or arrival, ct<. 

f'aets like these deimmstrate to rny mind that much 1 ow<t fares are 
necklet! th.m 2 ceiit.s and tents r«*spec!iv*‘l\. in order to recxiver a large 
vohirnt‘ of httsiness from the private automobile, ilighlv prv>fitable trains 
falling into the class trf st> called excursion trams, are being operatc‘d at 
fares nnich less than 2 et‘nts jxt passenger-milt* and e\en at less than 1 
cvnt. 

by real hing into potils of trafiic t>f this kiiul ami establishing fares 
which will attract that traffic at a profit, the railroads may riM'stablish 
themsclv(*s in th<* |vissenger business. No oiti' claims that we can issue 
orders which w'ill require such low fare's on all traffic. 'Fliat is a pmblem 
whieh is vlistinetlv one for the inanagemt'nt. Tire hx'ation of such ptjols 
of tralfit' must 1»* disci»vvr<*tl and th'vtdojHHl bv the indivkhial railroads 
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or groups of railroads. By application of commercial smiles methods, with 
reasonable experimentation the railroads should be able to dcteimine 
the extent to which low fares w'ill Ik* financially advantageous, just as a 
clothing merchant decide\s wliether to sell suits tliat c'ost his cu.stomer $5 
and less, or higher-priwd suits. 

Competition amoun Sellers 
Case JI-5: CESKRAI. StOTORS CORPORATION 

The sharp recession in business activity which began in the 
smnnicr of 19^37 and continued throiigh the spriiig of 1938 led 
(‘conornists and go\ernnH*nt officials to stndv a wide range of pos- 
sil>le causes of tlu' tleclint*. Among the theories advanced explain 
the downturn was the rigidity of prices maintained bv larg(‘ indus¬ 
trial comp;mi(‘S. Failure to reduce pri(‘es in thf‘ face of deeliiiing 
demand, some critics lM*lif‘\<‘d. led to tlic‘ rediu lion of output and 
(anploMneiit. Froui several sources within and without the govtTn- 
ment arose* a deinaud t(»r the iioestigaticm of tin* f'c'onomic' power 
evtTcised b\ large ('orpoiatioiis. luten*st was centcTC'd partic iilarlv 
in the reasons w)>v large* companies failed to n*duce prices in time’ 
of declining busim'ss. As a result nf this agitation the Teanpirary 
National laonomic (lonnnittt*e, a joint bo<lv repres<*ntiug liotb 
houses of (a)ugiess and tlu* e\(‘cn(iv<* branch of the government, 
was formed tr) studs tlx* cmuentratiori of powea . 

On April 29, 193S. President Hoost*vell transmitte d a message to 
the Congress relative* to the* slre ngllumiiig (»f the antitrust laws 'Die 
message contaiiu cl the follow ing statenicnts regarding price pedicies 
of large corporations: 

One of tla* priftiarv cause's of our present difficultie.s lies in tfie disap- 

C earance of price cojiipetition in many industrial fields, j);4rtif nlarly in 
asic marinfactuie where c'onci'iitrated ecoiioiriie povvcT is most evident 
and where rigid prices and fiuctuatuig y>av rolls ar«* general. 

Managed industrial prices mean iewc'r j(d)s. It is nf> accident that in 
industries like c<*irient and stc»el whe re price's have rc'tnained firm in the 
face of a failiTig dernaiKi pay rolls have- shrunk as nnn h as 10 and 50 per¬ 
cent in recent iiKMiths \<;r is it mere* chance tliat in most (;oinjM‘titive 
industries where prices adjust themselvf*s rpuckly to falling deniand. pav 
rolls and einplovment have la-en far hetfcT rnaifjtained. 

The General Motors Gorjvrration was the largest rnanufacdtirer 
of automohiles. Although, in 1938, there were twemtv -two prcnlucers 

* Tempnrurv \atioTi«il Kcfinomir Omnnittrr. /nr of C'nm rrifr43fi/*n of 

Et’/wiemk Pov er, hirt 1. n 1S7 ' I) (7. CimmancTa Ptintmt’ OJficf, 

IW). 
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in th 4 ; fieUl» Ct'iH^ra! Motors, togrllK*r witli Ford and C'hrvsler, ac- 
munted for 91) \ h^t crnt of total output, hi the past many companies 
liad entered tlif* field and siibse<|ucntly failed. 

hi the fijodfl yt‘ar which hcj^aii with th<* sale of th<‘ new 

iiukIcI in \o\cinher. 19'57. the ('•eiieral Motors Corjwjratioii niain- 
taiiK'd fixed pri< < s on its \arioiis mak<‘s of autoniohiU^. Tltc ( Chevro¬ 
let, for I'Xiuiiple, was maintained Ihrout^houl tlie iikkIcI year at an 
ax c'rat^e price of $7to. 

fn ritid snmrnei of 1937 a sharp decline^ in production, income, 
and emploMuent devclo|W‘d in tin* United States, and it was not 
until iriid stinnner of 193S tlcat aii\ siihstantial tecovcTv took jdaec. 

Cerlaui ecuiioinists took the view that tlu‘ prico ol lari!«* in<iusliial 
cf>inpanies wa re necessarily rigid in the sliort term. An examination 
hv Dr. Honu'i H. V underhiuc of the pricing cxpcrii'iice of tla- (icMi* 
era! \\i aors (‘orporatioii in tlie h>37 -3S rec<*s.sion siipjjortcd tins 
\ icw. 'rhe following exci*rpts arc‘ taken from an articrlf* hv Dr. \';m- 
derhluc’ appearing in the liarrard lUmurs.s lU virw for aiitumn, 
UW9. 

emi:iN(; cock u.s i\ nn: m'tcimohu.i; imh sthy^ 

| \< III! MT. or l>i:.M\Nn 

It is mainly in the* short-time sense that antomohiie price poliey lias 
fif'eii attaekeci as one of "rigiditv.’* 'I'his was tlu- InirdiMi of the LTiticisni 
toward llu‘ eml of 1937. It is a efuiMiKmpLn c that when dcinand falls off, 
prices of neither tniinufa(.'turefl i»fMals, notahlv producers’ eupital Koods, 
nor coDMiniers' ciintal gi.»otl-s of ixmsulerahle unit \alue.s, are cait (|ui<;klv 
and tirasticallv. Tlie critics, h<mfvei. ask the manufat turn to reclnc«* his 
prices hy such an ainonut as will make it |i<>ssihle to maintain sales and 
prodnetion Vf»lnme, 'I’liis is snp|H»sed to he simple aritlimetie Let the 
miiimfiictiiKT throw omsidcrations ol a>sl and loss to the winds, IhidcT 
this simple assnrnpfion-’-without inrphririU as to its vahdilv—it is, ctf 
cour,s4*, easy for one not hothered by having to consider costs or lossc s to 
suggest that the pmhlem of maintaining emplovinenl is at oiur simple 
and easv of statement if not of solution. But even if cost is to In* ignored, 
a praiiieal difhenltv must 1 h^ factnl in appraising the demands of the 
market, shouUl an attempt he made to tran.slate the assnmptitm into busi¬ 
ness pi^ltcy . In the ca.se f)f aiitomohih's. no one knows how much of a price 
cut \vt>nld attain the end sought. IiuletHl no one knows whether even a 
drastic price c ut might nut fail to attract any jiorceptihle number of p> 
tentiai Imyers. mo.vt «)f whom already own automobiles anyway.'^ In a 

■ hv }><'nno»;i«)ii. 

''’TIk' lint is OuU St shmi|]i ui biiMiig ahs'av^ sifvt*ral gtHM"! yr»r!t in whith 

t)tnUl tkm inscntnrv of omiM'i;! tTAnsportiJiion in n*’w* Tftipy huv 
Ilk gotnl aiuf rrfnun fiom tntying tik jit'or Unu's. tims inteiwifyitig tfir (i<‘7>rt^sion. 

Mdimifak'tiir(*n)' W'unt to .w'll, tonstmters svaMu»ld pnn. hrtjtfs. 



\NALYSIS OF DEMAND 


95 


peritxl of rt^'essioii when demand is !d)hnktng sleadily (it doi's not shrink 
all at onoi? and suddenly steady itself on a new Ikisis), perhaps not even 
a s^'ries of price cuts would maintain sales H such a iwiicy were 

once anaouncf'd or even implied, demaml would simply thy np. as Iniy- 
ers awaited the successive price* declines. I niler these eii'cumstaiu’fs* 
more inventories would pih* up and a creatcr ultimate prt>hlem of liquida¬ 
tion would Ik' created, 1'he indigestion would lieoime chronic. 

Coiulitions on tin* demand side of a market can luAe'i l>cr known with 
the mathematical nuets that conditions on the supply si<le of that market 
c;in hi* ujjpraised. There, it is cost w hich is significant and the determina¬ 
tion of cost is a matter of the arithinetii' of sound accounting. On tlir de- 
inand side, an attempt must he nude to appraise what the market will 
pay. Here there can he lu* such inathcmiitical juecision. W'c can know 
what the market d<w> pay; and wc can know hov\ nnuh is sold at par- 
ticul.ir prices, lJut wc enmic'/ ktttm how much tneae would he* sold at a 
lower prie<‘ or lnov much li'ss at a higher prict*. At hest the ncMTcst ap- 
j)ro\imati<Hi must lie a vjiu'ss w itli a v\ ide range of i-rior. Mere we are in 
the realm of opinion and conjc'cture. 

Al>o\t vill. it is <‘ssentul to appraise the ela.stu itv of demand; and while 
this can perhaps Ih* gue.ssed at in very gc’iieral ttanis, it (anncit he meas¬ 
ured witii im t*t\. Bv ela.sticitv ot demand is meant tlu‘ extent to which a 
guen price reduction will induce huger purchases, ami the I'xtent to 
whit h a given prict* advaiit'e will curtail them. Su(*h pricf* changes must 
h<* made, m‘t hv a single toinpany, hut hv the industry as a whole. Ob¬ 
viously no single coinpanv can ad alone since it cannot, in a competitive 
price field, hi* the onlv one to adv'aiice prices, and it vvill m^t he allovvetl 
l)V the* othe rs to he alone in reducing them, Significant, alsre is the lard 
that tile rlegrec of (‘laslicitv’ of demand is piohahlv difli*rr'nt for the same 
commoditv when times are gotKl from what it is when limes are had- 
Almost certainlv is this true of iht* demaiu! for automohiles and trucks. 
These (.dll for a c*onsiderahle initial I'Xpenditure on th<‘ part of the con¬ 
sumer and .serve different u.se.s whi'ie the demand is gov'crned hv diH(‘r<*rit 
considciatioris. 

For some commodities, notahh the* hare necessities of life, demand is 
pruliably highly inelastic at all times, llius. a low price will not eansi* 
much more salt to he used hv iiidix iduals. or a high pric'c much less, and 
the total amount of salt which will hi* consuTned does not differ greatly 
wliether times are gr>od or Iwd. Its total cost is negligihlt* in any indiviJ* 
Old or family Inidget. N<*w automohiles art* n(»t necessities in the wuise 
that salt is a necessity, and automohile purchases* involving a considtT- 
ahle expt'iiditure per unit, are readily post|>onahle and are not repeated 
at .short intervals. Therefore, the tdasticity of demand, a cYrndition etirfing 
ut am/ one time, is much less iinp-vrtant in detc'nnining when thr- readi¬ 
ness to buy lK*coriies real, than the degrr*!* nr interi^ty of demand, which 
is a function of the state of prtisjw^rity in the economy. Tlie intensity of 
demand i.s governed by a willingness to buy at any practital price. 

The purcha.w of an automobile involves sp^'mling a sub.stantia] sum 
all at once, or making wnninitments for montfily instalbnents of sub- 
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staniial aiuount <)v<»r a [W'tiikI r>f months. Thenrfort* it is dear that an irn- 
p(]irtafit. perhaps tinr i;fnt*rriini;, l oiisitU-ratinn in the miiul of any prosj^cc- 
fivf- punfiasa'i of an autfunotnlt!, im^sv or used, is )ns appraisid of tl)e 
prohabilfty thul his (tirieiif iiu.ojiie will be inaintaiiird os er a considerable 
iiitcrcu) of time. Sncli appraisal nttcessarilv governs the intensitv of his 
demand— his vvilliii^nes!i to buy, imd his af>iiity t»» l)uy at any priic w ithin 
a rcason;d>j(/ ranuc It is nf»t siirprisiiu^. therefurr that sales in the* low-¬ 
price field are a larger perrenlai^e of the total in |k>ot tim<‘s and a sinalltT 
p4‘rccntai^i; irl tin total in vears of business expansion, or that the sdlnrne 
of antoiiiut>i}e sah's \aries w ith the total national iituHm*. If natifuial in¬ 
come is |allin)i», sales of antomobiles contract: if it is rising, sales expaml. 

Between and 1^X12 UXli national income* fell s<uiu‘ 40'^ , Init th<‘ 
retail value of new' cars fell sfime To'» Between B).i2 IH] ) and BMT. na¬ 
tional ineoine rose jbont t*)'. whih- tin* retail value f»t new t ars snld mse 
about 175'.« . A det linr in national income of less than Ifi'. lu tsveeii 
and BXIM was in turn acoimpaiiied bv a droj) in the amount spent lor 
antomobilt's alxuit 4b' « . 

II to'iieral hiisuu'ss eunditions are wuwsine prom-essixelv worse, (ir if 
there is exeii tear th.it thev will bt coine wois<*, tfien it bectanes sxell-ni<4h 
imp)ssibl(* to ^antn- how laii;e a prii e cut would Ite neeessarv to maiie 
tain sales Mspe<'iatK is this tme for a < omneKhtx‘ i antfanohilt* transporta¬ 
tion ) where* there is a laree snppiv alre^idx in nsi rs hands and xx here 
butfi initial prie e ami niaintf iiaiice as well ^is operation eosls are (ron- 
sidrruble. Nf't essarily alsii a cut in tlu* price* ol mwv (ars rediues the value 
of the iistal (ai, which is frtMjuentIv the "first pavment" in an mstallment 
piirehave. I’he avitomohile is a durahh* consuim r uomi, and the prohleins 
CTt'Uted hy this eondition are* hijihly compile afe-d one s not siise eptihle e>f 
fine' statistie ai nu asureine'nt. 

The (lifficiilly of appraisinti the* I'fleel of a jiarficnlar eronrse* of ac^tion 
Ls further aet^iaxateel bv the faet that so ni;inv ears are sold on install- 
me-nls. Kve ii a e onsulerable price re*elue tie»n hee'ome s much le ss im[>ort.int 
whe'ii, instead <4 a lump sum, moiithlv mstallments an* pax able. On the 
olhf'i hanel. buye rs he’sitiite to assume mu h obhuatiems. eliu^ at re*pilar 
ititt‘r\als oxt*r a period «)f months, when the x an* umeTlaiu about the* 
p*rmanemi' of their eurient or near future ineonu* pt>silioir Insti'ael. iin- 
iler such coiulitions. ihex trx’ to buihl up resriM* funds, and tht* xvillinjr^ 
ness te» hu\ an i-xpe nsixe* article thus lie’eomcs more' restricted as the* pur¬ 
chase* is |iostponc<l. I )enu4uel sliniiks, ami s^ime'times xerv rapidly, as it 
die! iu late* B>2}i and attain m late* BXiT. 

Aiiothe'r lii^ieal dillicultv arises bt'cause* of a freepumt failure' te> elistin- 
gtiish bt't\ve*en elastie ilv ol de*mand ui rotulituyn rvi,vtirie at any ane tirut>) 
and the edasticity in e»tu^ directiem rmly. or rather the* expansibility eif the* 
marke't xvhich e'.xiste'd feir automobile’s m the years prior to 192b. This 
(i;mdition jHTsiste*el ove*r a pe'iieKl eif nearly thirty ye‘ars xvhilc the* nu>te>r 
mdustry was i^niwing toxx anl maturity. So loiii; as the big problem of the 

* Natunut irivi'inr .o nivaMinsl b\ ii»<' t>r|)kiittm;tit »*f (Jniniticrce mtics. 'InvtMnc 
f*uvn»e‘rtn lu tmlivtibiab ’* 
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iiKiustry was to prtxlucf to fill a varitum. lunv i^onUl st-ouretl in 
volume by cutting prices, or by oOeriug a low-priced car. which would Im” 
absorbed by buyers who did not yet t»\\n a ear or wlu) t<nild trade down 
their old cars to buyers who had newr before (»wued a eai. Sellint; in 
voiume and manufacturing in \ohiiue produced a t^>uihtK»n ol decoMsiug 
tost pci unit rtf output in a growing 1 udu^tl\ Large sales l>iougbt l<»w 
unit costs, low prices mean! large salt's 1 lie tlcpn'ssioi> of U>07 was con* 
stajufutly taken by Hit' industry in its stride, and that ol iy*2l caused a 
slirinkage of only 20'» in r<‘tail sales ot new passtaigi'i' cars in that vc:ir. 
'\s a contrast tbe ^bnnkage from 1^)2^) to D >2 was ov er 70' r . wbile in fbe 
lOkS-modt'l year a oO'f tli'clinc tuciirn tl Irnui tliat of lOoT. In llu‘ pcritKl 
ol automobile expansion new strata t»f buveis wen attiac*te<j by pushing 
j)rice.s lower f(.u small cars, nntd picsentlv tfie wli(*lc jiric e structur*' for 
aiitomt»bileN was modiiied. Siiae e\en the ftuukrt lor aijtt.)tuobiles 

has stcadilx bcc'orne li ss cxpansibii*. a c'onilition |>lacing gieatt'f emphasis 
u[)on rephn <*ments and upon ('<»mpetition in rather (ban in pritt‘ 

per unit J\cpla< eiiK'jits now (tjuvtitnte a major part of tlic ilomestic mar¬ 
ket for new curs. 

Ibis being the case tleuiaud has now' lu'c^inu* liigbly sen.sitive to 
changes in the husmess <mtlo(»k. Wbeti general conditions improve, tbt: 
fcadin<*ss to buv, even il this involve s going into ilebt, meieases. Such 
was the situation in lO.>tTi .ind (mHv lO'C tind again in lat«* 103S. Iti late 
10)7, however, as doubts oj the tnturc* bi cauir' n al, sah .s contracted 
sbarplv. In tlic tecbnica! phrase of the c'conoinist. tlie deinaiul ('urve, 
w'iih h in the several preci'dmg vears bad been pushing tfi the right i i.e. 
more cars C'onid be sold at tbe saiiu* pri<e L v^ as falling liaek so rapidly 
that it gavr* no chit' as to bow far it wouhi go. 

1 h<’ painful experience of the aiitoinobrh* mdnstrv in 19>7 and LHH 
brings out clearb tbe chlficulties which tbe mdustrv laces w Ikmi a stithlrn 
shrinkage of deinaiul occurs. 

Lvcii alter tbe event, it is not clear i or ca|>;d)ie of mmv rational estimate 
that would be nst-ful in tbe administration r>| piactical aff<nrs foi a spot 
dc'ci.sion ) bow much of a jiritc cut made in }annaie or March, l9iH, or 
both, or in *‘acb of tbe mraiths Jarniaiv-|nne, Li vS. would have bet^n 
necessarv to mamtain car sales close to fin* h-vek of iMrlv J9i7 or ev<ui 
at the h'vcis of lVF)(). yuitc conc civabK siicb a policy publicly anniMinct'd, 
or even whispered <»r rninoi‘<-ib would liave ihietl uj) s,des almost com- 
pictfdv Nor can one even guess tlje extent to whic b sut h sales, if rcah/ed, 
would have nierelv Imm u iKjrrow'ing frinn the- 19)9-rnfKh9 year, It is highly 
fjucstionabli* whether anvthing except very substantial prit'c cuts, iu- 
vi)K ing heaw loss to tin manufaclnrers. w<uild Inivi* afle< ted sales Vfilume 
and einploviTieut in any important degree* imdcr flu* general conflitions 
then limiting demand. Focn dc<'p cuts in price might h<iv'e proved in 
eflcctnal. Who knows-' Fe.ir was high lu mens minds: tin: memories ol 
1929-I9;l'i were vivid. 

Tlie (ailure to cut prices drastically m ly'iS was thus due, not to a 
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j|j»iiur<* tw thi* i*xisivuc^ c»i tin* prol^hrms cnnitiKl hy tlwf shrink- 

Mgr (If'iMiiml* wi.hir;h w</rf all t<w» real, hut t<i u realization that the 
prohleiiis were rini? ^imph*. A for lower pru.rs, by intrtxKicin^ new 
Ofici'itaintiri» into a situutioTi already verv eompHcated. ini;*hr well have 
ffvulted. not Hi largi^r sales hot iii smaller ones, in less prtHiuctit»ii rather 
than more, in ^iralei imefiiplos itn ril rather than less, 

"I'he |K>lu> followed was tlir jxilus winch ex|x^ric!u:<' had tanj^hl 
worked tniirke'st to stah’ii/.*r the whole^ antoiiiohile industry—mariulac- 
tiiniiij arid distnhiittn^. N<‘W coniphcatiofis in tli>tnl)nti»,m and finance 
were not crratnl, \\‘v have sern that the dralrrs wer<‘ already hca'ily 
stockt‘<l with licw cars, 'I'ht'V also had larm/ stocks of used cars, lari’rly 
carried over from tiie heavy trade in op<*rat)ons of late m'>7. Instead of 
loadtlit: tht-m with adilitfonai new cars the mannfaetnrers curtailed the 
volntne of car pOKinction until avaiiafde supplies iti rlealcrs' hands (both 
new and used cars ) should Ik* in hf*tt4‘r adjiiNtinent witli lientand Bv the 
sumfTw*r of lUkS the situation was in Indarue aijain. ami, with a sudden 
iiiKi unheralded pick up in the demand for new cars, even before the in- 
triKiucfion of luwe rnortels in the aittiinin. it lH*carm‘ evident that the crisis 
barf br'cn passe<| m t>rdt‘rly fashion 

We turn next to a statistiejd aiudysi.s of the events (tf Hir'lT-I’/IS. and 
a rneasnreriient of tlif’ extent of the lt»ssene<l intensity of demanti whicli 
set the csitiditions under winch the inanai!;einenf of an antninobih* corn- 
puny workefi in the < rilh al months of tho>e y<*ars A mniH-nini' cliarat - 
teristic of the demami for antoriiohiles is a prononm't*<l seasonal move- 
irient With new* car anmMnurmenls ( ojihni; around Novemlx’r 1. as has 
br^en thr* case .siner 19 V>, sales normallv ri*a( h their fx ak in April and 
tfnm fall awav fairlv steadily until tfie end of the mo<lel .sellinjj vear in 
Octolw r rhis seasonal inoxeniiMit o-Hects the etiverninin importance of 
weather iondirion.s on the siles of automobiles. 4‘S|K‘ciidly the cold w inter 
of (he North iihe major antimiohih* maiken. whiih necvsNanlv limits 
the amount of jilrasure driving, arai then the more mo<ierate tem[>era* 
tim*s of dll' sprini; and snmnwT. So well defiruHl is it that a .series of 
seasonal index«*s ( an be lulcnlateii wliioh measun* the inonth-to-month 
changes in the intensitv of demand through the year, attributable to 
seasonable inlhu'uces. 

Such indexes for lielixerics of (General Motors cars and trucks in the 
ll^kVS-nKHlel year, based on NovemluT I atinounciMiient. are .shovv'n in 
Exhibit 1. The figures there charted indicate the pi'rci'iitape of total an¬ 
nual sales e\|x^cted to fall in each month. They arc sliijfitiv different as 
fx'twcen die two classes of prrxUut. a natural <Miuui;h condition siuc-e 
cars and trucks are Ixmtjht for different purjKi.ses. Thus, tln^ April peak 
of passfMicer car sales is the higher. bccnns:<‘ new car purchases arc ma<le 
to a (.‘omiderahh* extent in antic'i|xition of trrntter use later on; and the 
demand tor trucks hold.s steady diirin|ii; the summer, wdien that for pas- 
sen^t>r t^rs is contracting. Even in the poorest years <»f n*cent automobile 
history i Hk‘i2 atwl UkVVl some spring piek-np in sales txviirrtMil. 

The Si*asoiidl index is an i^[H’cialiy iimTuI Ux>I in determining, month 
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SEASONAL EXPECTANCY OV DEMAND H)K (lENEHAL MOTOKS CMiB 
AM) ratCKS KOH YKAK 


PER CENT 



hv month, wlu’tlu i (hr* volume of husiness in a partir'ular nior>th has 
.shown the full Si*a.sonaI e\|KinsioTi, th.iraotenstk of the motiths 
Aj)n!. somerliin^ more or somethini:; lt*ss, or whf‘thei the slirinka:»e of 
htiSi'ness in Muarralmi* montlis has fieen t^reatei or l(*ss thai» thr normal 
expectation. In moriths when tin* actual e\paMsir)ii of sales exceed normal 
or wiien the actual contr.uiion of sah-s is less than normal. (Irmanrl ha.s 
expanded (i.r* inlensifit'<l ). W hen thr- contran' crmditions (K t ur, d(‘rnand 
has cfinlracted. Intensity of demand is measured hv the \'r»lum<* (or imin- 
Ix'r of units) which e^m !)e soli! at a uiven prior*. Siner- autf>mol>ile prices 
w'<‘re ni>t chant'i-d in l^)3S rlurinij tlw:- inodi l vear, we can, bv compariiijir 
actual p<‘rfnrmaiKV with thr* earlier sea.sonal rrxp-ctations of jirohahle 
pTfonnaiU't* in a particular month, measurr* the .shift in tlie infruMfy of 
demand. 

\V> fiegin with NovembrT. 1937 (Exhibit 2). If tin* Novemlx r rati of 
sales of cars and trircks (for .siinplicin’ of prevr titatimi th<^ two are hc-rc 
combined) had maintainr-d throughout the model vear. with sales 
thereafter exactly ctmforining to the .wasonal pattenis jlhistra1i*d in 
Exhibit 1 (demand neither c*ontrac:tinc nor expafuling). the tr)tal prcaluo 
tion of the year would base lx*<?n Teprt*Mmted by a hori/^ontal line on the 
level of L319.(X)0 units. Under these* ciraimstarKtrs, the annual rate of dc- 
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lurries (aftfi iiliim.MK t' fur thr M jMftt'rn' wnulrl lu\i* l>t‘<*n 

(..'fMist.int ovrr Hit* yrar ;uu! Hu* iiitfaisity nf dr*iim!ul wouUi hiivc' 

W'traf (irin.illv vi u> 'ifnnrthiiMj; vtT\ diflrrciit, in rach month 

Ilian NovomlxT until July salos trl! Ih*!ovv thr srasonal I'xpiatatiuii of a 
iiuatth In iithta wortU. raili month thr annual rat** of salrs frll 

1 m low tlu* (orrt'spondint; hmirr of thr pri'criling month. This indiVatc-d a 
tontinniui^ n duitiim in fhi* intensitv of demand from month tr> mi.mth. 
In )une, tin- low jxiinf of the sear, sah’^s were at tht‘ rate of 70^).()tK) units 
pta annum Bi'vausr the int»'rim iiHinths had lu-en alxwe that level, while 
July and Vm^nst showe<l a reversal oi the trend, sales for the infKiel vear 
thnuij'h Am;ust were at the annual rate of U>0.(K)0 cars and tnieks. or 
tipproximatelv the \tareh rate <it sales. This is indieat<Hl bv the losver 
hon/.ontal luu* f»M flu' < hart. The ditferr'iiee In'tween I.'lUMlOd units and 
the unit sali's throuj*h Aumist at an animal ratf' of HVhtKIO vehicles im^s- 
iircs the extent to w'hieh deniaiui ct^ntractral during the inixlel year 

But from \inemlM‘r through jniie the ci»nlraction hiid litx^n drastic 
and nninterriiptixl Siiu't* puvs renriiined nnc'hangt*ti, there had fxvn, in 
the enmomist s phras(\ a '"leftward" shift of demand at the level of prices 
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ohtairiin^^ in the market for Ca!tieral Mot(»rs trars. IVniand liaiJ Imx*<»thv 
Iciss intei»si\e month l^y nM)nth. 

7lu* rconouiic pniK’i{)les Ix liiru.) ihr (Irneral Motors pritv polirv have 
riow fx'en rxplained against the rvsnitu! Instoiiral hai'k^rtniiKi. It has* 
not lwvr» i|nesli<)fa*tl that the prioi’s oi new cars iir«* ‘’‘adiniinstert'd/’ situx* 
they ar<* ri<»t thr resnlt ol nulividua) haioaui lu‘\riiid thr ran^r of the 
usix!-<‘ar allowant'C, And with oipial fi< rdoni. it lias Ix « ti rei’oj'ni/.ed that 
autoinoluli- pnix s are nv>t jii^iiled svith tht* mmmuis or as tin- phase of the 
hnsint'ss cvt le chan^rs. 'I'hcs ;in‘ not piK'i*^. lodiketl at as shtirt-nin 

phfiioinona, esiept as HoMhilitv attain is introduei/d hv vaiiatiuirs in the 
used car allow anct\ 


In an\ ojH' Star fin* puhlic i(*;uhnesA an<l ahilits' to huv may shift 
(jmckk Iroin laosrs, ipotc oiitsidf tlir routrt>! of nMnaiXcinent, wliich 
h.oe prf)\i‘il !ar'j'‘lv nnpo « jtlu r l>v si;ovrinnu*nt f»r hv prisatc 

i* I hr puhhc rr.nlinrss ainl ahiht\ to hnv. not pritfs loi ih'vs' cars 
set w itliin the n irrow limits fixed h\ f.nactital)ilif\, rohstitiitc the keys to 
cmploviii* lit ill tiu' autoiiHihilc industrv An .intomol>ilc is an <‘vpensivi% 
duralilr i onsiniu r iz^'od. IHirihas^Ts of now lars fir^ijuciitlv dcjn^nil upm 
the ahiht\ to til t a fa%()rahlc trad<-in allow ance tor a nsi*d car. 'Du* in- 
dns'trv tiu r* fr»rr faces the c<jin|W'titioii of a vv^dl stovk»‘d used car market, 
and thr exislemi' of a inline resnsnir of unused traiiS{>ortatioii in the 
hands ol its j>otcntial cnstonx T.s. Hicsc can jrostponi* |>nrchases for a 
sidi lahle tjUK* w'itliont IcsHenmt; greatly the amount of transportation 
servic(‘ currentlv used. 'I'hev do so wla iiever. as in HXiS, they liecoinc 
nnccitain ahont tlic future of (heir own income status W'hfMi jiidsjiecls 
are better. th<w hnv more fo ils Herein lies tla* answtT to th»’ wide Hur- 
tuatiou in automobile sal< s, It does not lie in the prii iin^ policx. 

Q\ I SI io\s 

1. Wliiit f.'u tors detennme tlie elastii its of demand for automobiles? 

2- What f.ictors actount for shifts in liemand? 

3 What tilect have the size and nniriber of sillers (manufacturers) in 
tlie automohile industry on the deinami esjiericaiced bv the (general 
Motors ( orporaliou? 

4. Should the (aaieral Motors C.orporalioii have redmcal jniees of new 
autoinohites m the sprint; of J^HS? 

APFrXDJX A TO CASE J15 

pH!f;r: r}U)HiJ*.Ms, dfmam) r\(i()ns \\n 
TJIK INDIMin AL Al IOMOHlbK MAM I'AC'l rfiKR'*' 

It is perhaps ne^edless to say that we who are associated with the aiifo 
mobile industry fiave been workiiit4 ^ Creat many years on the profiUtn 
V.\nr\^\ (f/ 11! *'A Sl.*!r,n>rTtt ef t)M‘ re/lilein'* fyy S I,. HtiOM-r ei (.rfniaf M/'/rom 
0 >rf»eirali*,ni in />ij/itjstn«T of Dvmatui i Yofi: Motoni 

iration, 19 -¥i }, 
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of d<»t(eTrminio}» thf; which tTifiuciici* thf' for otir product, 

tiu luciinji^ th#‘ prict- f.uiur, liowf vrr. rnoHl of the work tloiie <»ii this prob¬ 
lem by jK*<)ph; iuiihf'Hetl with the uiclustrv has Ihtu for llie piiqxKse of 
helping a particular rnanidiuturef to dechh’ the rpiCNtioijs which wn- 
frouted him m nnming his hiissti(*s.s. Thus, witfi n spect to ihr effect of 
prkcujMiii siih s, sut h studies as have fwen inadc have iiMiallv fuT'Tj undcr- 
takcfi for the purpose of dctcriniuing the prohahU’ cHcc*! of a ebange in 
tlie price of a |);trtK ular c'ar iipiui the Tiiaiiufaf turcr .v volufue and com- 
jV’tihve jXtMtjon. as against its « ujron his profit rnargiu Or, tluw have 
biNMi niidertakon lu nrdt^r to deternuru* tlu- de^sirahdits of hnugiuii <snt a 
lower r>r higher lanced line of cars, tn wliii h cmsc oof ruiK' the profilcm of 
pru**, hut also the* problem rd a change m engineering spceifii ations has 
to In* con,sidei'<‘tl. the autoinohih’. hke most iikinufac.turfd pKalurts lias 
C<*rtiiiM niinimuin aeccjitahlt' s[M‘i ifn .tiions and a change in spec ifications 
riiav hav«‘ im»re inffueric e upon vcdiunc than a ehange in pru-e 'rhi»s* are 
the kinds of price picibleuis with whic h pc^iple conne cted w ith (lie auto- 
iiiobtle industry have* been cliieHv c^oncerned. And until receiitiv. the 
prohlciu of cieferniining for tire* indu.sirv as a wimlt^ the eiiccl uf price 
c'hanges up<»n fiftii! sales of all makes has liec'n of relatis<‘K little eonct‘rn 
to individual uutotnohile manufaftnrers. rherc are several reasons for 
tills; 

Pifift. thcTC is th<‘ diffk'ultv (»f nieasuriiig price cliinec s for the' mdiistrv 
tts a whole, in tlie case of u non standardi/ed produc^f like* the automo¬ 
bile . , 

S#rom/, Mich studies as have been made , . base indicated that .siiK*e 
the niiddh' twc'nties sshen IIm' growth factor InH^inie Ic'ss important, th<' 
volume of automobih’ sales has bee n largc lv goserned b\ . . t'onsnmrrs* 
irusomes and price' ihanees apjvai to bavi' had a relafiselv nniinportanl 
iiiHiiencc. 

Thin! the j^inblcin has seemed to hast' little praetical significance, 
sinir in a ec»rnpc‘titi\e indnstiv hke- the automobih* industrs. it would Ik* 
linjMxsstfile tcj get the' iuanufac tuiers to ac’t tc»gether to move pric'es up and 
tfown in oivli r tt* trs t(» vt ibili/r \olimie It might Ih' argued that one 
manufattnrei could adojit such a |H‘Ue> and force his competitors to 
follow him but while competitors might be forced to follow whc*n he- cut 
pric't s. there would Ik‘ no such c'ompcdskm when an iudivklual manufac¬ 
turer raised price s and the nianutac.turc t who followthis |kj!!cv would 
lose c (Mupf titoc' position and probaldv could not stay in fmsiness long, 

llowfucr. even tfunigh it would lie unrealistic to assume that an indi 
vkhial manufac'ttirt r c'ould do auvthing about the matter, as Imig as thc^ 
industry remains on ihv present o>m|Kniti\e >>asis, tlw* proposal that in¬ 
dustry vlmuld vara its priers for tfie purpose of attempting to stabilize 
solume has rewisrei Autb wide currtMicv in the- past few wars tlrat Oen- 
eral Motors dt'cided to Kise a studs uuuh' of the effect of price changes 
in genera! mwin tlw total volume of automofule .smiles. 

In order to avrive at a rm'aMife »^f llw elasticity of demand for autonw 
biles with rtssjHHl to prkr, it is. of csniriw. Me<ess*irv to take atcounf of 
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the factors othci than price which influence the intensity nf tlemand in 
order that the tidhiciuc of these fiicfors may lx* held constant and the net 
resjr<»ssif>n of demand on prict* may lx* det€*nriinetl. ft lias lonj; Ixven 
ogni/ed that the gross c«srrclatioii of automobile sales with price is very 
low'. Thus, early in tlK* tourjM* j>f the present study, the question was 
rais^nl of what factors other thati price might 1 m" ex[x*cU*d to goven» de¬ 
mand flnctiiations. 

Without attempting to make a complete list <uie might immtion as long¬ 
term factors: 

L The improvement in the prcKhu^ and the lowering of real price, 

2 I he ticcrease in tlie cost oi ojxTatitm. 

o. The increas4‘d mileage 4*f i;<kk 1 roads, 

4. liuirasing length of car life, 

j 7hr greater a\ailabiht\ of SfUTicc. 

f). 'Mie iiico’ase in iiistahncnt buying. 

7. 'I’he intreasc in jiopuiation. and 

5. Improsed staiKlat<!s ol living. 

All of these have crjutributcd to iiii r<*asing c ai usage am! the immlxT of 
ear ovv iuas Sime the lunldh* twenties, the demand tor new cars has Ihtii 
in large part tor ^'placement, and a decreasing nmulM,*r of new owners 
lias been (f>mmg into lh<‘ market. In fact, during tiu' di'pression then* was 
ail actual decline in tlie number ot cars in use. 

A[)art from these long-term factors are the factors other than new car 
price whi( h riugtit be expec ted to influciKc* the vear-tr^yrar cfianges in 
detnuml. among which an* the following: 

1. General business activity and national income (considering tiolh 
the level ami direction ot change), 

2. rhe distribution of national inc'orne. 

3. The cost of living. 

4. 7“he psvt Imlogicai atmosphere—vvlu tlier optimistic or pcs.sinu.vtic, 

5. The extent and character of iixhIcI changes, 

6. The age of cars in tin* hands of new car buvers. 

7. The numlxT of cars scrapjH’d, 

S. rhe used car stocks in dealers’ hands and tlie dealers' working 
capital positi<Mi, 

9. Fiminc ing terms—Ixilh the required dowii-paymenl and the length 
of tinn' over which monthly instalments may be vprt^ad, ami 

10, l.\<‘d car pritx's and trade-in allowances. 

Sup«‘nm|x>M*d iqKiri thesi" factors influencing year-to-Vf-ar changes in 
the level of automobile demand are (he lacriors which inflnent'c? (he dis¬ 
tribution of s;ile% within a particular year, among which are: 

1. Se;isonal variation, 

2 Tlie dates of m*w mcKlet announcements and new' rnoded stimulus, 

3. The trend of general business activity and national intoine, 
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4. N(i*w car 

5- I'smI car \t»H ks anti ilr livcrics, 

fi, F'rit.e cliantj;f antit ipation. 

7 U#ath<*f <ri»HiitM>ns 

8. Al»riorntal iiit*'rrn|>(ifms in prminctirjri, 

9. Salt'v <\uiiip.iJUrts lf>r both nf\v atul usctl curs, and 

10, 'I'ht* relative piospaity fil dilfcrcnt i;t't»nr.iplnail re<j;i(ins and differ- 
Mif sections ol thi; population. 

It sluailtl be einpbast/cal th.it our nttt'ntion will lu* directed tf> the 
detnaiid ff»r ncM passent'* !' t ars, as tipprised ft) the dt inantl toi individinil 
transporlafion servj<«* oi car n.sa^e 'I rns distinction is an irnportanf ono, 
«intTi‘ tbc’ aiitoniolnle is a ditrable eo(»d and flu* demand for transprjrtalion 
,S(t‘rvire. as provnied In an aiittmiobilc. rnav be satisfied in a paitirnlar 
Vt*ai bv iner*‘l\ Minnifii^ tlie old tars .inttflier v<‘ar, Mop-rnei, fbe dr-inand 
lor new ears is onlv part ol the demand for car nsaue, since tli<‘ lattr r mav' 
also be satisfit'tl be ibc port base (»f a iisetl ear. I*i ioi lo the middle twen¬ 
ties about tbt' only wav in vvbub the tletiiand loi the nst* ol an automobile: 
eiMiId bf' satistieil was bv pureba.sinij a in‘w car. But witli soinetbini; like 
ibIHKt.OOO passcniijer tars in opaatmn at tlu^ pnstiil time, and with a 
lttru;e supply fit used cars avadabb*. tli(‘ df rnatal ff>r car iisailt' in recent 
years lias come to be sometliini;; mneii diflerent from the demaod for new 
cars. 

Over tbe lom^er term, tin- evleni to whic'b antfanolule nsaec is maire 
tained or inen*ased is an important influence upon flic level o| animal 
sales of ni’vs^ ears But from tbe standpoint of vear-to-\e,u fbutnations 
in new car .sales tbc' Ifila! dnnand for ear n.sa^e is not bcln vccl to be an 
hnpfirtaiit iiiflneia e .\ fuilnie to distin\]^insh bc^twem tile dem iTul t<»r i-ar 
nsai^e and tbe demaml tor new cars is responsible for statements ire- 
iJuentlv tiudi- wlndi attiibntr an important inflntaiee iipfin tin' short-term 
(liietuations in n«*\s car sab's to smb factors as tbe cost of opc'-ratin^ anrl 
riiaiiitatnin^ cars, tbe »'\ten! <»t tfm»i;estion in metropolitan areas, and the 
mib’age ot tjood roads .Such bu tfirs as tin se evert an important infliien('<‘ 
upm tar usai'e but have ouK a loTu’-term. indirect effect upon annual 
swiles ol new' cars Of coorse. this is not t»> sav that, it t'osis of operalmn 
should smblenlv |nrnp in a partuailar \ear, the sab's of new cars w'ould 
not fn* mi|K)rtantIv uifected. But within the limif.s in which these c^osts 

" Thf‘ ctc*]n.ui<l for lr,uwp»rMtjo!( m-ojc* s'f < .ir ns.ij,'?' u. nl coarse , the pTiuKirv 
drtiMiid. ssliilc tlw^ ilvtii.usil for ne w • 4U> thr dc*rj'fd cb maiui v.'r,,}uicK. thr 
ti*clt.irs vvltu h intba't.ct'<- Ihr b»r anil dif Inrl oii i ,ir nsaiic ,cri’ t'\trou>'’lv 

impMfjsit to thf .cuttMjH»hdc- iiianiita:.Oiirrs vjjull clum^^s in t.il.il car 

xisatic, U'ArtU'.f i>t tlu’ iii.ic,iMtcub- cif tlic' r.tv p»pnuii:i(,ni. <‘x«Tt m miic'b i:;re..arr 

relative'' rflcst iijjou ihi' Icvi*} at .uuniai iic'sv I'ar salr.s. Mortsivc*r. tIk- level ivt c«ir 

cwiaif wall Ibr uverju;*' l^‘n^;tb •»} car hlr dc'trrnmws tlu nccmtHT of new 

enrs tlut ao' rt'onurd tivt-r a jittukI to ni.i(nt.oi) tlw car iMipitliti-’n But tar 

Idr, wlu. h ij. a btuvOoti twitli plv\ '.0 .ui*t i''mvinnu.’ t.u tors, t .ijvitdr et rAthrr 

\kiiU- 1 haiitjci. M»'r»i'r, f bainji's m tli<* Irvri tui l ai ;is.-cs;r In jUf' bttb’ 

in trving ti» n\pbnit the yr^ar-hv-wat ftvH Ituitions m m-w' car siibn 
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have varit^l ii» the past, rio (lirtx'-t n^lutioiiships w ith year-U>'VCrtr ehan^i^ 
in new car saU*?» can Ik* asc«'rtuiiici!. 

APPEMVX H TO CASE 11-6 

THE NOTIONS O! 1)1 \t\M) FIA(1lO\ AM) OF ELASTICITY' 

The principal aim of this inM’s(ji:ati»>n in to ani\e at a riemand {nm tioii 
for pas>en^ 4 *r cars. I he phraM- “Uemaud him I inn" is nsecl in contrast with 
“tlfauaml t UT\e" to < nij)hasi/»' the liroad multi-factor iiieaihnti: of di inaiid 
as einpleived iii this sinils. TImv a lii inatul Inm tion is anv fonnnta or 
role, rn.itla'matii 4 k( or noiernathematical %\huh conmH;(s the anuHint of a 
comnnwlits lakf'ii h\ (nn.srnm is wifli Iht* factors whu h di^termine it, 

W lien attention was liist <iire<te<l teAvaril dcinaml pheiioiiii*na inanv 
(U'cades a'jjo, tirni.iiiil was usnalK <misidered in relation f(» pnci' alone, 
Othi r l.ntt rs ueo^ -is imnnpottant or taken to he of a loiii*;- 

tciia non-r\i heal (haraitei. like population, 'flie ilemand seliedule and 
the ilcinan* Kmii \vs t ic w ] itleu; Demand tunetion ol |>riee Or ileuiand 
was plotted tadmatt in a era[ili. and jiihm- .is .d»seissa \ arioiis hvptith* 
eses with resp*‘<.t t<» the nature ol the relationshi[i sseie <*\|»lored and a 
t onsidi ralile liodv tit eeonomie tlieorv w;is !»uilt upon tht‘ findmt^s, 

\n earls stud\ f>t de!n.iMd was taeitiv as\uine«,l to he a studs of ’'the” 
demand eurv<‘ or oj "tlie* elaslicitv ol tleinaiul. In the first statistiial 
studies whii h were confined to atirn nltnral i omniodities sm h as wheiil, 
corn, (ottnji. smiar and. oats, prit e was the jirmcipa! indep(*ndi*nt variable 
ami satistai loM results witc olitained. \u\iiiaiv varialdiA such as the 
i;;eneral jiin e level or national iniotne were 4 dso used in some cases. ()thiT 
variafil^ s weie lumped tooi tlier in what lias (r>ininonIv t>een called a 
cateli-all tinu' tn*n<! 

Sm h pio<'i i!iir< \ iel<led satisfai torv dt inand relationships and w'lll 
prohahU (ontmne to meet with ie.t.s<Miahle succ'css in analvses of staple 
perishahle e<«>ds ilem.ind Hut the notHMi is fUitirelv inadeipiatf* tor CMin- 
sidcration ol durable i^orwls 

Price IS (»rily one of many deftTininini: factors, finer regard<*d as the 
sole variable p^epcT t(‘ a flemand stndv price nf'cd nr^t, as a matter of 
fact, appear at all in fiie d('mand formula. C'ertain misleadim; ideas alrout 
the role of [iric'C must be* clcMred awas. W hile prici* and price variatfon 
must pbv siiiiiific ant parts in ac c cMintim: for actual variations in coriMirnp- 
timi of most a^riculhiral products and of many othc*r prodnet.s. a broad 
cctmoinic area exists in wliich price and price changes can account for 
nnlv a part of the actual variation ui dcunand at least over tla* riH'dium 
term. P'or a ^rc-at nnmf>er fjf items, variation in pric^e merely indiici^s 
short-term speculation and do<\s r»ol appear to lx* the most significant 
factor in acwnntmg for variation in consumption. 

Elasticity is a characteristic of demand with resp'd to a partic.idar de¬ 
mand factor. It is tlie fx-rcr nlagc* tfiarjge in the amount d(*fniiiided wr- 

■ Excerpts few "Fa^ tors (wneniina Changes m Doruc^slu Atitrirofthile 
by i.. F l<cv.,K iiitui \'ict»br Vtm S/eli»ki in Dynamics oj Automobile Demand. 
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to a on*: |ifr ct:nt c hang** in thi* faHor. TViiis a pi ice elasticity 
<jf 1.5 rneatts that a I jht cent drop in priw" will increase sales bv 1.5 
fK!f cr«‘rit, TIm* notifai ol < lastk ity slaaild be l)r<»a<lt'ne<l to iiulude 
edastk’ity. ant) elastu'ity with resp-cf to other factors. 

The results of the .stinlv Sf‘em to call lor u revision of the kle.t of price 
ehisticitv, at h^ast in so far as thtrable ^twitb arc ( tait enictl ri»e claSNical 
t;<»nrept wliirli plated price at the tociis of uttc-nlion wa*. fonnnlatecl uf 
a time when economic analyvis f»f pria- plu-nomena was lart'elv in terms 
of [terishable or semi-perishable sintxls. 'J'be iiiadt<|nac\ of this view is 
due to the fail that, for tiniable i^o^kIs. purchase is dissociated from, nr 
at least d<a*s tu>t run parallel to. c'onstimption; the p(!riod of (onsiunption 
in the case of automobiles exferals o\er a periial of several \ear^ alter the 
purcliase. J )iss<K‘iatiou is |>osMblc bruiUM* of cousumers’ car stot ks, which 
at times mav fw more than ample relatise to con.surners' dem.titd for auto- 
mohile traiiS|>4irtation. Tliese stocks, wliicfi ari' nei'liuihle for ]>erishahle 
and seniiprTishahle ^rnids. are a major factor in durahle ^^Mlds demand, 
Their rdfr-ct is to actf'nfuafe thi‘ ryt lical luovnru^nts in retail sales indr - 
|H*ndentlv o( anv jince effect 

Price, tbontjh of some imjxirtaiK^e in exphiiiiinii automohile sales is 
clearly not a drumnant factor. If apptsus. tli»Tefore, th.if tie* rlassital 
tlieorv thill hiisiness stabilitv can be aicomplisfir^d by rapid price adpist- 
nieiit, ;ip|)licablr thouuh it mav ti» a |XTisbablr and st*nM iluiahh' i^otids 
fvonomv. iunnot \alidlv be applied to tin modern durable yoods econ¬ 
omy; for such ti thi'orv disrei»4irds the most c harac t(‘ristic mark of durable 
pcKuls, thetf diiiahilitv. 
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Thi.s tiihle shows that ^iven conditioos of an iilmo.st saturutcHl market, as 
in the income rdasluatv can Iw* as hii;h as 2 5 Tnder more favorable 
cxinditions ol an onlv partmlK saturated marke t. irKsiine elasticitv mav Iw 
uiilv 1.5, 


The prkv elasticity is: 
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It i^ Indfcv etl that this table givr^s the must accurate pictun' of the priet* 
elasticity tor autoinohih*s It sinews values ranpuji; In'twwn 1.(1 aiul 1.5* 
and a value of alnnit \A for the elasticity diirinii; 19(37. This means that, 






ANALYSIS OF DEMAND 


107 

ill order to mamtain 19^IS sales at tlie 1937 level, each one drop 

in sal<‘S due to the dt-pressiorj ttmid bi* offset l>y a prkt* decrease of .7 of 
one iM-r cent. 

Surmnarizinc; this evidenc'C. the filers Ix’lieve the 1.5 may 1 m* ae- 
crpted as the elasticity of j>usse!ii;er car sales with respet't to prict\ wh«*n 
priei' is defined as the unit value of lo\v-phc‘e<l cars; that it may In* a.s 
hitlh as 2.9 or as ]<»w as ] 0. that even tht^ \ahie of ,fi5 is not niirea.sanidile; 
ami that other price indfwes indicatt^ i:iener.illv lower elasticities, 

f I(»w are these conelnsions rtiatc'd to a view Nometiim-s espressed that 
fire pru e elastrcitv for autoinohiles outfit to \er\' hiuh. lM*cause arrtO' 
nudiili s MV a invury and pricv elasticities of nu>st luxuries are. as a rule. 

uo atf'f than unity." .\ principal n ason whv ela'^ticitv is not hii;her 
lies in die durable cliaracter of autoimabiles. and nj the fact that con* 
surnerN h oe, the short term other ways cd oblaininu; tlieir 

rnobile transportation. Ihev can run their existinti; cars loii^crr at thr* cost 
iif ^oniessli.it Inuher repair hills, or thev ean oirlain cars from the used 
cat stin k o{ ilealt'CN As the used car stocks of dealers are in the neighhor- 
liood ef diree fjuafters of a tniIlM#n at the top of the biisim'ss cvc ie, c*<in- 
vuioi IV thus liasf ai'C'(‘ss to a considerable s<»urc‘e of suppiv indrpeiKleni 
of JH vs cir prodiu tion dlris f.n tiir is bi eoinine of inc reased iinpirtance 
(Ml accouf t oi a rist‘ in thc‘ diiralnlits and fpialitv of cars in deal- 

eis’ stov k.s Vnolbc‘r imjMirtant rcM.Min is that th< cost whic h dc’lerrniues 
Im»w !u,in\ automobiles the population will maintain in service is a joint 
(tivf of vs hu h m-vv c ar cost is onK one item. Vutoinobile sale's can proh* 
abb be stimuhitcd more bv development fif cars with radicallv improve! 
opera!mu c liarac tcristirs tlian bv pricr cuts. Further, the classification of 
automot)iji‘<i as !u\uru‘S is open to ob]ection. 

'I'he influence of price on sales is outwiMuhed bv the j>owerful effect 
of the income* factor, and alM) by changes in the jxdicirs of deah*rs on 
used car allowances and on u.sc'd car stocks. As has been shown earlier in 
the' discajssion. dc*alers tend to stimulate' new car sales during pe riods of 
prosperitv bv ‘“discMuntinu” iischI ears, that is, bv exchanjLdiiu cash <>r 
credits for them. a?Kl depress new t ar sah\s hv selling their sttM*ks of ii.sed 
cars thirint; jx-ncnl.s of rect'3*.sion. 

7'he seeondarv importaiu't; of pric?* also ap{x*ar.s from the exfMTience of 
other durable goods industries such as residential building and railway 
eepripment. Iu*sponse to [jrice is present in fhcM* durable gocnls industries, 
and the pric'e elasticities may be as high as 2 or 3, but thi'se elasticities 
are insnffic ieiit to offset the large cyclicjt) swings arising from the sicK'Ics 
of these gmKls in the hands of ujmts and the variations in general procluc* 
tion and national icicorne. 

\afure of the Tnxluci and Channels of Distribution 
f Vwe //-f? RASDOLPH PACKISG COMPAKY 
The Randolph Packing Company of IX-troit, Michigan, had en¬ 
gaged for many' years in the business of slaughtering livestock^ 
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pnx^t^sini;; the raw niatmal into frf*.sh iT><*at and manufactured 
items, and selling and distributing the Knished prodiu ts to wdiole- 
.salm and retaiUrs. The company slaughtered in the following pro- 
{M>rtioiis of total carcass weight: 



/Vf Ctul 

Cork. 

iuH 

n*.*f 



5 




inn 


LivestfW'k for packing operafions was rd>t.lined from local fanners. 
The laH<‘! nsnallv shippt'd their animals b\ rail or triu k to the ('i>in* 
panv H Detroit stockyards, where the animals wnf’ graded and paid 
for in cash at current market prit es. Slaughtering and inaindai tnring 
0|KTi(tions in the lUmdolph plant were conducted ninler federal 
insper tion to enable the lompanv to slii|) its prcnliK ts in interstate 
commerce. 

'fhe (‘ompanv s fieslemcut poHlucts consisted nf carcass cuts, such 
as loins, ribs, rminds, and <lni<*ks: the inaimiaitnred items were* 
smoked and boiled hams, liacoii, sansagf* pnulntts. meat loaves, 
ehihr exm came, Iniu hcon nn'at, and scNcral tvpes o{ camn^d meats, 
7*he Handolph Packing ( ompanv sold its rnantifactnie<l output in 
three grades, tlie top‘<piality giade bearing llie brand name 
‘Alarvex " 

All Handolph pro<lncts ('xcept canned me,its were sold through tin* 
compan\ s own sales organiAttion to w holes,ilcrs. retail slor<‘s, hotels, 
restaurants, and institutions, such as schools and hospitals. The cone 
pany s salesmen regnlai'l\ called on tlii»st‘ c nstomers both in Detiaiit 
and in main large i^astcrn and middle western cities. In the Detroit 
metropolitan area orders were filled in the shipping department of 
the plant and dr‘li\ ered diiectlv to the cnslomi’rs bv a fleet t)f redrig- 
eratetl trucks In othi'r cities Handolpli pnKlucts reaclitul purchasers 
hy vail and cioss-r onntrs motor-truck IransjHrrtation, IcKal deliverv 
lu‘ing hiuulhxl b\ iudrjw'iulent draymen. 

I he iH'st selling sausage item in th<- Handolph line was the frank- 
furtrT. The Marvi x frankfurter ciijoyed tin* reputation of IxMtig a 
top-<(Uulit\ fjHiil prcnlnct It was made srileK of Ikh'{ and pork tissue 
with no adde<l an cal. Through adsei ti.siug in public motor buses 
iuul .stnvtcars and in metrojxilitan daily new'spa|K'r\. tlie Handolph 
(awnpany had promote<l the name '‘Mars ex ' aggressively. In several 
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communities the Marxex frankfurter liad lHH:oiTie tlie dominant 
brand. It w;ts the company’s jxdicy to price its products, incUidiiu^ 
the Marvcx frankfiirler. at levels coinjx*titive with otlier amipanies* 
products of similar cjualitv. 


Exhibit I 

vii\c\:^. s\ii;s. ani^ Ai)V!;i:Tis!N(i i:\pi:\si:.s 
Koit MAKVKX I ijANKM imjis IN rni; 
hiTiton Aiti.K, m\ \7 
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In ULt"), (lr>pile tfie fact that tin* Marvrs frankfurter had wide' 
commuik r act eptancr. \!i Jas Uandolpli. pirsidcnt of the’ Handolph 
l^ickinii; ('oinpan\. was not sattsfied with tlx total salens volume* of 
this iti in He Iwhe ved tliat the sales of the Marve’v frankfiirteu could 
lu^ appieci.ihlv inin ased if foil adv aiitaj^e* were taken of the* already 
eslahhsh<*d ^onsniix r dcMiiand through be tter ide*ntification of the 
prodiK't. I ndc r the* firm s iix*tht»el of merchandisiiu^ frankfurters the* 
prenliu I was [lae ka^e’d in six-pound boxes with e xiTV fourth s;uisai»(* 
eTicircU*d vv itli a wax-sealed pape-r bane! carrvini^ the* Marvex name, 
bandine was done bv leanel anel was l(w» ('e)stl\ to be* perfenitx*fl on 
everv frankfurter. Hess sc rupulfxis re’tail distribiitt>rs found it (*ass 
fn rt'move* tlie nnbanded Marvcx s.msaue s from a box and substitute 
inferior sausages for tlx in, .Mr. Handoljdi be’liev<‘d that 25 pe*r ce'ut 
of the* cejimpanv s fiankfurter business was lost ihrenigh tin's prac¬ 
tice'. which not onlv (h prixed the Hamir>)ph (amipaiiv e»f a large 
share* of its sale's volume* but alvi !iarme*d the* c<jm[)anv s re*putati(iii 
through the* Mibstilution of inferior prothicts fen its own. (annpanx 
offici'rs vve*re dete’iniiix'd to e liminate* the* loss of .Marve'x sale’s n*- 
sulting from inade rjuale* ieientification anel substitution. 

Afte*r a year of exjXTimcnting. the machine* deve'lopincnl division 
of the H.indeilph Packing Cornpanx built a te*st model of a frank¬ 
furter banding mac hine, xx hich was de'sigix'd to emc ircle* and join 
all frankfurters te»ge*thcr In’tween twe> wax'tri*ate*d pajxT strips in 
the manner of cartridge’s in a Ix'lt. "Hus ojx'ration was aecemiplished 
In conve ying the indix khial sausage bf‘twe^e*ii tvvei bands, one* band 
t'orning in from alwixe. the* other from 1 m* 1 ow\ and bringing an elec- 
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trU'aHy hivitcrtl NiN'iling iron d^Ai^fi on the bands tetwei*n the sausages. 
Ilu' !^\iling iron also punrlircl jw-rforatioiis across the middle ot 
each ifich sf;alfd se< lioji, allowing the sausagi's to Ik* easily sepa¬ 
rated without l<Kisening th«‘ seal cm anv indivklual frankfurter. This 
process was given th<‘ ( c^pyrightt'd name Bullet-Band ’ packing. 

The handing nur hine offered sev4*ial advanlages in productifin 
and (listnl»nti<»n, Machine handing was fastfri than the hand optTii- 
tion hi‘canse the inat hirie ii:in<h‘d niiH‘ty trankfnrters j>er minute. 
Moi eost r. the inachtne e nt-off device t'onld he adjusted to give the 
desired nnmlHT of frankfurters per strip lor eas\ lavcppacking in 
hoses This reduced the packing (ost for tlu‘ companv to one-fourth 
of its lornier amount Fast<*r packing. als<j, vvonUl ht‘ c'lfected la-- 
cause tla* ships f)f ten (lankfnrteis inst<^ad ol single ones could he 
packtMi at one lime. At the retail le\el easier liandlmg was |>ossit>lc 
In'eause tlu' pcrforat(*d hands allowed the frankfurters to Im- (|nic‘klv 
separalt‘d without losing their identitv I he neath handed and 
ld<‘nti(i<‘d pnHlucl pi rmith d attractive dis|)la\. w hic h arirsted ens* 
toTiU’i attention. I he most irn)K)itant advantage ol the new process, 
however, was that «wcr\ Iranklutter carried tli(‘ toll Bandolph and 
Marvex hiand lalx’l. tlierehv pKsitively e liminating the possil>ilitv of 
siihstitution In januarv, I'MB Marvex irankfniters appeared on the 
market khailified h\ the ni w Bulk t~Hand indiv idual l)rand lahels. 
At this time tlu* Bandolph (Vunpaiiv also lH*gan an advertising c am- 
puign to inlonn the pul>lu’ that lienctdorlh no frankfurter was a 
Marvc'V unless it was em iicknl In the Man tn hand. 

Several higfilv repnlahle etMiipelitois. each of wliom produced 
<]ualit\ frankfuitms comparahle to Marvex hut under their own 
hrand names, applic'tl to the Handolph (lompanv lor the piivih ge 
ol leasing Bullet Band laheling nuichiues After some discussion the 
diret'tors of the coinpanv agreed to make machines availalile to 
other rncMt pnuessois on a rental basis. This was acc'ornplished 
through ail anangnueiit with an inleimediarv, the Marshall <>)r- 
|K>ration. a pap'r-proihu Is manulae1mi*r sjk*c ializing in the* develop¬ 
ment of packages and packaging materials Under a in>ntr;u'tual ar- 
rangemf'Ut. Bandolph leas(‘d nKieluucs to Marsliall for releasing to 
users at a stipulated figure, w hich ewered Marsh.dl s se^rvieing and 
mainttrnance <‘xp<'iiSf^N on the machines. Being in a position to lease 
these machines gave Mnrshall the op|>ortunitv to offer users its 
sjMf'ctally devcdojx'd w'ax-c^oiitc'd for reliable sealing. Although 

tlie lessees were under no compulsion to purcha.se Marsltall lunds. 
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it was found that almost all did so l>eca«st' of the assurance of the 
hand’s pro[M*r strength and adhesion. Under this arrajigenient the 
Randolph Company was' relit^vt'^d of all dt^tails <»f leasing iuid maiu- 
taining the nuudunes. As a matter of {whey, Randolph leased ma¬ 
chines to Marshall <in very liberal terms and stiptilafed erpudly 
lilM'ral conditions for^ releasing. The leasing o|W'ration. therefore, 
yielded onl\ a nominal profit to UatKloljjli. hut the eouipaiiv hr*- 
hexed it vxould find nuicli advantage in the extension of positive 
brand hlenlificalion to coinpc‘ting products. 
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I vrioNs 

1. What efieet did the intrcwlnctjori <»f HulJet Band packing have on the 
demiand toj NJar\<*x friinkfurfers'r' 

2. Are the gains in sales vnliiine of Marvex fianidurlers in and 1<>*<7 
attrihutahie to Bullet'Band wrapping’:* 

3. Was the Kan<!olph rnauageineiit well adviseti to least* lianding ma¬ 
chines to Its coriijwr^titors? 

Ctm n-7: ATI.AS ^f^CHl^E[{Y COMPASY 

Tl»e Atlas Machinerv Company w’as a manufacturer of a diversi¬ 
fied and WTll-known line of iridu.stnal equipment. In the fall of 1945 
the comjvany was appn>ached by a large mail-order house w^ith the 
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offrr of an annual <‘ontrii(*t for 5,(KKj f‘ontnil units f(»r luit-water 
furnari'S I’hr coiitnJ units wurr to lx* sold iindiT the 
Brand iiann^ of tlu* luaiBordf r airnp.im at a r(‘tail prici^ of S50. Th«* 
Atlas Matiiiiif'fv <’(ifnpanv had ixit hitlifrto i-nsjaei/tl in this tvjx* 
of produrliorn hut, siiur wartime t'xpansion had left it with ample 
plant caparitv, thf* t'Oinpain fh*('i(lrd to contract with the mail- 
orticr distnhuloi for the sm^^estcd murihci ot (‘ontrol units at a 
wholesale pi ice of S iO. I lu' luail-oider coriipaiiv inliaided to s<'ll 
these eontr(»! units to lamsehoifiers w lio would tliemselves install 
the units in ^e^i(len(^al ln’atin‘4 s\stems Installation najuired some 
rneehani('al kria( k. a few simple tools, and tlie i \j)eM(liture <^f alnMil 
fi\e liours’ linn*. Init the mail oriler distiilnilni I.m lieved that retail 
sail- of the Hints would lu^ feasil»U‘ if complete jirinted instructions 
were sn[)plied W'ilh ea<’li unit 

H\ the <’n<l of Uj4(i retail salt* of furna<'e-contrc»l nnits made innlet 
this coutraet lunl pruveil hii;hlv sur<'(‘sstnl As a restill, tin* (ontiact 
was ieuew'('d on ajiproximateK the same terms for 1^)17 ami the 
total luimlMT caller! lor under the eontract was inere.ised tf> SJMK) 
tiiiits- A^ain the i<*siills were hit^hU sncer-ssful. In the sprm*^ rrf 
194S, therelm'f . the Atlas Mac Inners < a»mpan\ w as ( (mviflmne tlic* 
possilulitN of entc'rin^ the* Inriiaei-eonliol market umha- its r»wn 
naiiHv 1 he president of tin* t'oiiipans, Mi (ic enm* MacDonald, 
recjursled the rest'areh diiecioi to studv the potential market for 
fntnac'c* eonlrols dislrihuted thronvih the usual joBhimj; ehannels. 

I'.arlv iti tin* smaev Mr W ilson, the lesearc h director, discovered 
that the Waiien ( ompanv was the dommant producer of fnrn.iie 
('outrol.s, accounting for oft pc'i cc'ut t»f the* errtirc* markc*r Warren 
was an cslahhshc'd firm which had sold htatuni controls for ovct 
fiftcMMi vears. l^uime most of this jK’iiod it had .idvertist'd in trade 
p4ipcMs. It had also Built up an e\ct*llcul rcputaticui Iot ser\iciu;y; 
tlu' products. In addition to cnutrol units, tin* W’am n < a^npanv sold 
a lull Imc' of rchilc'd hc‘atin\; ecjuiprucait 'l‘hc niuacv s}Hwvf‘d tin* 
Ohio Kt|iiipment C.oi pc nation, whic h sold a product of c'omparalde 
cpialitv and pric'c*, to Ih' a jKior second d'he ri'st <»f lhc‘ marked was 
shared B\ a lare<* miinlH*r of .small c'ompanie.s. Ntan\ pliiiuBin^- 
,supplv flistriButors indie atc cl that B\ prc fcn ncc tht \ haudltnl War- 
reu producis and onK in periods of shortage's wt*ie (hev prepanxl 
to stdl th<‘ pioducls id compc'litors. 

The pipMlaiitv <fl the W‘arrt‘i> ('omj>auv\ line was attnbuted pri* 
maiiK to the c|iiaht\ of th<‘ produc t, to its wide accc‘ptancc‘ hi the 
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industry^ aiul to gfwxl svn icv. Mr. Wilson noted tliat in several dlies 
the W’arren (lonipanx maintaineil resident laetory serMt'e repre- 
seiitati\es who handled all repairs sent in l>\ distiihntors. Tins typ* 
of service was partieulaiK iin])ovlanl in eases where the orij^inal 
installation vs as made l>v a plninlK*r who was nc»t jHTinitted, under 
union ^nle^, to work on eleetrical parts oi the e(|inpinent. 

The W'arn'ii (,ompanv w as aci ustonied to distiihnte heatinj» (con¬ 
trols tlnon^h eciitral distrihntors in lar<4e iitic*s. who Inineht from 
th<‘ faelorv at a price ol S vvTo |h i unit ('enha! distrihntors sold to 
johlua s at a inainlaint'd pric(' of >7.00. and johlnTS, in tnrji, ,s(»ld 
to pln!nl>er\. indepf luhaif hardware stoit-s, and retail plnmhin^- 
siijipK de.ilrjs at a standard w hoh sale price t>l SoO. Ketailers .void 
the ( ontrnl iniit to tiu pnhiit at \ a* ions pric i-s. rafiiiinii Ironi S.'>9 to 
$7o, Thns there vm r<‘ f<iur piier K sels in (In distrihoticni s\st(*m as 
(hr [uncinet pa^s((l ftoni factors to final eoiiMinu'i. rlninhers, hovv- 
evt !, 'A ho .ucnonti il lor 7.*) pci cent td all salt s. sold the unit onlv 
on an inslalit ti liasis. ami. iinder these cnt nrnstanei s, material ('osts 
ot (hr |oh not ^rpar.^tel\ hillrd to final pmc havers. Manv in¬ 

stallations in.uh' hv plnmhers were under snl>f tmliaets with ecnc'ral 
eontrrU tors \s ho w t r(' (‘ii^aj^c-d on ertnstMi(‘tin^ resulrnc e.s and indus¬ 
trial stuu tort s. 

lilt' sinvt\ In llu‘ Atlas nsrarch tit-ji.irtmeiit notetl tliat th<*ie 
were tliret* etimmon tvpi''* <»f et»ntral lieatini' plants iist*d in resi¬ 
dent fs. *1 !u SI' wrrt‘, w arm .lir, hot watrr. and steam l ln' hot wait*! 
\vs(<»m was the onlv one that ntili/td a htMtiie^ (iintrol unit of the 
tvp(* wliu li tlir Allas .\lac hin<‘i\ (annpanv w.is iaintemplatiii^ |int- 
on the marktd. Market dt riiand foi fornaei' Control units, tlu' 
snrvcw (oniul. derived from two sonrees ( I mw ronstrm lion and 
( 2 ? ( onversifiM of i xistin^ hot-water svstrms 

Since .steam as a tvpe of h< atint^ w as tonfim/d ahiiosl ciitiFelv to 
apartments and multiplf' dwelling units, llu' res(*areh department 
ha.ved its estimali s for iK*w cT>nstru( lion demand «*iitir('!v on o?*e- 
and twirfamilv dwellin'; units. I he LHO Onsns showed that 14 p«u' 
a*nt of all dvvellme.s of this tvfH^ had liot-WMlta svstf’rnv It uves 
iMdccl howevt r. that in (hr two d«'cades prior to 1940 there had 
Ikm ii a trend in new constrm tion awav from hot water iind toward 
wanieair ht atin^ .svstems. A survev of 4,(K)7 nrhan families in 
for example, showed that, if (.Tnnsnmer prefencncfcs were followed, 
onlv i I per cent of new' eon.stniction would use liot-vvater lieatiiig 
systems. For this reason the research dc{);irlinent biised it.s estimates 
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on t\w cmismative ;is,suTnption that, hciut^forth, only 10 p4i*r cent 
of all new <fnistrncti«M) would Im' heati^d hy hot-w'ater systems. 

In 10-17, iicconiint]; to a joint C()ii|[i;n'sstonal lionsin^ (’omniittc*e 
re|K>rt, an estimaf<'(l -S25,(l0() liontes were started. Kstiinates of the 
l^S, J>i*pai1iiieiit f>f (aMnineree and the I'.S. Depaitinent of Labor 
placed residi-ntial coiistnu lion tor 1948 at a leve l about 25 pt^r ct'iit 
lui^luT than tleat (d 1947 in dollar volume* and note^il tliat, “altliongb 
the average lor 1918 is exju'Ctt^d to be somewhat biehei tlntii tbe 
aserai^e lor 1947. tl»e increaM* is ex|M*eled tf> be* sul^stantialiy less 
tban that Iroiu IfHfL 1947. ' HouMnir authorities estimated that new 
htirne i'onstrnetion in the* next live veais wouhl ;neraue close to the 
1917 figure On this basis tla re \soiild be a total (d 4.125.tMK) new 
boiiK*s ('onstmeted in tliis lise-seai ]H*ri<Kl. Since* 10 per <’eut (d these 
hoiiM's WfMild probnblv a<lopt hot water as a heat in*:; svstt'm. 412,.5(X) 
hot vvalei systems, thi*refor<‘. wen* esliinatfd as tlie numlwr to be 
ttistalled in a [H‘iiod troin I94S tbnm^h 1952 

C'cuilroll<*d hot-walei beating afforded sext ra! important adxan- 
tages over nofH ontrolled svslrni.s. Fuel sas ini^s ( ould be elfected In 
operatini^ at lower vvat<*i tt iiipeiatnres. size of radiators and pij)es 
tH»uId lie redm ed. an<l I aster therniostatic c t nitrol ( tudd l a imj; botl) 
econoiu) and (‘nnv»*iueuee These advantaj^i's of coutndled 
water s\stems led the research (h'partiiu'nt to Iwdievi* that virtualh 
ill! the hot-water systems to be installed in the [H’riod LMS-.52 would 
1 h' of tin* ('ontrolled tvpr* 

Of the total sales pot<*ntial <d 412,5(X) units in the fist -sr-ai peraxl 
lH‘^innin*4 with 1918. tire Allas Maehinerv (.ompanv belimed tliiit, 
in addition to its maihrnder sales, it <*ould idrtain a fair share (d the 
trrtal market. Ihe researc'h directors re|>ort on this subject was ;is 
folliaws; 

11u \tla\ Machinery C^>nipiin\\ |>«tx rntam' of tiu' total market will 
he limited bv the fact that llu* Warren i *>njpaiiy has estahhshed a .strong 
f(.K>lntu m tin* Hrld, 'Fhev are known to h;n«' a service tUpartment 

selan> Warten ,ds<i has flu* adv\iriliu*<* sellmii relat<‘d heatinsi fHpup- 
nu'Ut They have In eti in tin* turnace i*outiol business alxmt fifteen years 
and advertise ui national majia/.mes. On the other haml, the* eurrent slioii- 
aue cd eontiol units JtH*k.v eneouiagine; It would apjH-ar flial Atlas am 
ittpturr It) jn*r tent of (Ih* inarkei in the nt'xt five years, a sales volume of 
8.<K)0 control units p*i \car in new housinc installations. 

A st'cond fsmine of df*iuand lor liealini»-eontrol units was the 
ccwist'fsion market, 'fhe term '‘cHnivc’rsion" applicnl to the addition of 
OfHitrol units to hot-water systems tliat had fomierh not Ixfn opc?f- 
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ated by automatic controls. Although ihvre was littlt* statistical in¬ 
formation iijKai which to base an estimate of demand in the cuiu cr- 
sion nnirket, certain facts were known: 

1. There were about j|,(M)0,(KK) coutrnlleti hiit water heating s\sti*ms in 
1<M7. 

2. Ac cordiu^ to the llousinu Survey ctvn(iuct«*d hv the ("urtis l*ub- 

Itvhint]; (.onipanv in 1944 I'l per cent of tli<* 4.(K1T heads of families 
who WfTc HttiTs iow « d iuteiHlod to make ropairs on existing heatiiij^ 
systems at ait asera^e estimated cost of S v'^^. 

>, Tlir markt't for hcatinj^ ei»ntrnls in sevt-ral li.x al areas which were sur- 
\o\ i‘ti l)v thi- rcsraich <ie{iaitment of Vtlas Mai hmerv < .'ompiinv 
apjiearrd \rr\ |>fomisin'4 with ronard to tlic cr»n\ersion of lu^atinji* 
s\ stoniN 

4 ( nUi\atio!i of thr iot>srrsimi market was retatdrd hv the iitahilitv ttf 
mumrfarfdo rs to kti j) up with current dcanand. 

On the l,»avis of tlio above facts, tlu"' dii«H tor of u»sr .ircli, Nfr, W ilson, 
esfiinatetl the c<ui\ersion market as about etpial to the n(‘\v constnu*- 
tioii market, (>erause of the al>scncc ol reliable statistics, however, 
tlu' reseatcli umup sot potential sales in the conversion market at 
25 jK*r cent of the* dc^maml (\sti!nat«*<l in the new ('onstnietion 
market This component of tc^ta! dt^iiiand, tlter<*lort*, was 2.(K>0 units 
per year. 

In addition to tlu* two eompments of the total marked mentioned 
in thc^ prc'eediniT para^ra|drs. there' was a smaller but regular de¬ 
mand from nonhonsirm installation for lnrnatc‘a.r»ntrol nnits. 'Hns 
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was chiefly frrun indiistria! companies, and the magnitude of this 
deukatul was unknfjwn. 

rhr prt sidtMit of the Atlas Company, Mr. MacDonald, {ndicved 
that the retofnm4'nded retail price lor ilte c-oiitrol unit, when sold 
througli legiiKii tlistrihntois. should Ik* $50, the .same as that at 
which the mail-order t‘4»inpan\ was acctist(jm(*d to sell. He sug¬ 
gested, further, that the coiripaiiy distiihute directly to johlwrs in 
large eitic-s, liv-passing central distrihut<»rs. 

Tlu‘ research dircxtor djsagree<l with the president’s conclusiotus 
and suggest«*f! that the greatest re\<*iiue vsould he derived h\ adopt¬ 
ing stiggested lelail prices identical with those of Warren and hv 
following ifu' same wholesale piiee shiuturc*. 

Oi i.siin\s 

1. What fai'tors lit^fcTniine flu* < itv of deinatui lor control units soltl 
through joliher charua’ls*' Is this demand more or less clistu than the 
mail-order deriiaud? W'hv? 

2. Was till’ piesident of Atlas jnstitie<l in helicMne that was the hest 

retail price tot thr- lutit hotli in regidar and in mail ch.mnels.'^ 

C 'haniirs in ('otiMwicr Innnrtc 

CfLsr //-.S; HirrAll. SA!J:S A\D COSSl MEH I\('0MES 

The following excc*rpts aic* t.iken from an articli* h\' Louis j. Para- 
diso in the Snnn/ of ('arn rif Bminess rechnu al hMitnntes. as w(*ll 
as discussion ol the outl<M»k fm ri tail trade* in the |K>sl\var transition 
— both of which ap|H*ai4Hl iii tlie original-.are oruittetl from tire pres¬ 

ent text 

In \ie\v ol th»' many jH*iph \ing |>rohleins whUli retailers face, an e,\ 
imun.itioii ul tlie factors aflectjng the \oluiiu* o| u-tail liatlc should prove 
of value iu appraising the outlook lor the near future. This report ap 
praises the status of retail trade In kinds of husincss in PM4. the peak 
year of our war etioil. nuiicatiug how retail volunx* is atfectixl hv (rhauges 
iu purtbasing pi'wef nl cou.sujm^rs. . . . Hut of morr* fniuiamental impor¬ 
tance is tlie analysis o( how retail sides hv kinds of business are related 
to consumer nuoines. ami the demoustratirm of lh«' manner in whic h these 
relations can he usesi u** guidr's to the aualssis of post-war markets. 

SVIJS Vl l^srS rCHCHVMM. IHUVKK 
TIul ouiMum rs wonKi base purctiaM-d m<ir< go^nb ba<l the usual vah- 
et\ iK'f'fi available is clearly resident on the haMs of tlieir past jrerformarKX 
' V\rl \\1\ (KteU'i. lUM < jip 11 
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DISPOSABLE INCOME Of INDIVIDUALS 
(BILLIONS OF DOLLARS) 


• of fitN In r>22—II 

as is slujwn in FxJiibit 1. Tlu? chart shows the cIo.M' relation hetwern the 
dis|>osable income of iiKlividnals : their total inc rniie rnnainin^ after pay- 
riuMit of per.vonal taxes) ami s;ilex of retail stores. It is to notixl that 
for the 2(*'\rar p«*rioci 1922—11, the |vjints inflicating tlw sales and income 
for each year fall ver\ closc'ly alnnit a \vrll-defii«M:l slrai^lit line repro- 
semtin}^ thv s.'des*incf>Tne relationship. On the basis of tla* exjxTience cov¬ 
ered by the 2ll-year pt'ritxl, an incTcase of 10 jxrr c^‘nt in disposable 
in(Knne of indix iduals was accompank*d bv an iricrf*as<* r>f alwnt 12 per 
ct^nt in retail sales. Expressed in other terms, the relationship implies that 
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Alwnit To |><'r ctml any );ivi‘n incr^^ast* in flisjx)saf»l<- iiKonu- wertl for 
pnrcfMH’h of ^(kkIs u! Mail nIou*\. 

Thr pf*t!!tistn»t#’ of this cIom* rorrcspoiKirinv in thrf>iigUonl 

thf |W‘aa*lirn#/ prhoc) is indrt d strikiiii; In fart, llir a\< raUr annual rrror 
in tin* Nijirs as < cnnpnlrtl l)\ the* formula from thr ai: tnal sairs lor fh<* nn- 
tirn poriod »s onK 11 poj lont vvhil«‘ rhr Tita\inunn irroi. whi< h »K<:urn*d 
in iO^K), is »mlv 1 [mt u nt I his nu aos tiul llu* dj intn* in nmsnmrr m- 
conn* IS l>\ lai llic most iniportant iailnr that retailors nood to <onsid<T 
in <loloinmtini» tin* (Hitiook foi tlutr hn.sinoss Bctailcrs lias*' always 
known tills as .t yonrral proj’KAition; tlic sit^roficant foatuio is tlio s ors liiiili 
d*‘j*»ot‘ ('I nMri'lation. 

Altl»oni;li salt s ami income have ItillowiMl a i!os» U lolati fl patt(*rn in 
the po.it elniu* \ sm h svas not tiu* c asr ilurin^ tia vs ar vi ns 1 he ( hart 
elourlv iiidn at*‘S the oih‘otN r»f wartime shorlaijo^ ot In tontrast to 

the ptewar years vs hen all points W'ero t loso to the Ime ol rolatioo'djjp. 
the points fta » and 1^)0 weit- tonskh ial»K holow th« iint' It 

follows that lelai) pnn h.ises tliirnej^ tht' w.ir period have railed h\ a w ide 
margin tti keep up with the w.trtirne I'vpansioo in nu omes 

'1 here is little reason to liehevo. liowewr that d snjiplies liad lieen 
freelv availahle ('onsninei pint liases would not have la-fu m luii wifli tlie 
past relation to nieonn'. .\lthon 14 h it is im[)ossi!ih to ih’terniine fiow the 
slniichtline lelationslhp miefit liave shifted in the aiea of the retent hi^h 
levels of income in the alisentt* ol past c\]H*ne}ut’ at tin ^t' (twels, never¬ 
theless. svitfnu the ramj/' <»l the past t'vpeiient e there is no imlit of 

a shifting ol the line as nnoinr im reased 

\,sMHmi!t». therefore, that t onsinners wtMiid lane pun hasi d in 

aei'tudant(’ with then [>asl hthavioi, it is estimated that retail sales m 
Hf-U! would have < \( eei let] the arfital sales jw 13 hill son dtdlars. m Id 13 
hv 17 [lillioM doll.Os aiu] in l!M l hv almost i!(i lulhon In otliei words, tlie 
total iliscrepam \ ticdweiM) potential sales .lod actual sales dnriiej; the war 
jHTiotl amoimted to almost 3*1 hilliou <l<»llar.s, 

This diMTepanev fias its iounteipait m the ^reatlv increased savings of 
mdiiidiiah These savings toolv siuh forms as iiareased cash lioldines. 
purdrasi's ol war Umds, and the reduction of delit, huleed. it appears 
that tht* 3(i futiion dollar <hs4. rt-pane v noftal afiov t* is aliont eqna! to the 
total volume of litjuul va\ini»>i>t imlivitluaK ni the 3 year |a<*rio<! ldl2--44, 
alter alhnvanc e i.s m.ide lor tlie ni»rmal iiu,irasi' m h«pud savinsis vvhii h 
would have taken pKicr at the eorrespond.m^ levels of income. 

T'hr^ vvaitnne restrn tions on the i ivilian use of im tals and other critit al 
materials had tht ir im|i;n t primarilv on retailers sdlini; diiiahh* i^txnU 
T he ejlecf of the ( nit tilnient on sales of these stores inav lx* set n from 
the fact that while m their sales t'oii.stitnled 23 fX'r cent of total re¬ 
tail sales in 1442 thev act'onnted for onK 17 per cent and in 1944 the 
proportion is estimatt‘d at 14 per c<’iit 

l’H»' rffi-r t>» a \ tf.r »• hetssM H ;aal < 

■SilW rsivrrssftJ as a ol tf»* r.ik itlaUxI sak's. 
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’ I iTJt’s -j niirosshjTi hsifvl U- dal-i for srltMii-d vf .ir?!. 1! fi)f 

tioD ivr i->U is t 

Facii rnnrr is th<‘ C'tmtrasi in tl»f sales of tliest* stores with tlie 

sales of the nonciurahlt ucwuls stores, in n hifion to tin* tiis|w)sal>lr int ornes 
of iiwIivKiiiaU, shown m Kxhihit 2. In the scars .siiuc 1929, 

%»klrs for tMcf) i;ronp of st(»r(’s wi*r<' v«-r>' clov'ly assor:iatc<l vsjth the 
cJwiifics in iiKOfm s. The cx|>tTirn<r in these years irKljcates that an in- 
tTcasr* in tin' ciisj>;)sable incoim* of 10 pr r revolted in a rise in ?waIcs 
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ot diirabli* j»mxis stores of 18 per cent. Tliis increawr in sales may he 
tlKHi^ht of as the alent of incoimv From thcr clernand side this 

maj f>e tmued tf^’ demand-f^lasticitv. llie sales-equivaJcjiil for the non- 
duralih' stures is imich less, amoimfiti^ to 10 pc^r cent or a one-to-one 

tMjuivaieiK r. This ineaTis that the deiiiand-4*lasti(;ity tor durable ^ckkIs is 
almost twitr as miK h as for notidurahles. 

Sinee h(»vsever. the ku1i*s income rt^lations of these two groups of 

stores have sliosvn sharply div«*rt;ent patterns. Tlu* iip))er section of Ex¬ 
hibit 2 pictures a most interestiiii» development, namely, tliat sales of 
nondnriible ^tuxls stiirrs in the war period continued to tncrea.se in almost 
the same relation to income as in the prewMr ve*ars. I'hat they were verv' 
shji'litly helow th<* liiu* of relationship in the war vears is m tonnted for 
almo'^t f'litircly by tin* greatly reduced sales of filling statHMis resnltini; 
from the sharp <-nt m Mipjilies of jjasolim* availahit* for civiiiark use*. 

In inarke<l contrast to this stahihtv in the nonfinrahle m>otls onllets, 
sales of durable gfioils stores fell very* shaqily belf>u what would have 
been expected on th<‘ fiasis of tin* purchasing |x»we? r>f c*onsnnuTs. It is 
this ^ronp t»t ston s that acuaint for practically the entire discrepaiKV 
between the j>otential retiiil sales ami the actual sales duriiui the war 
pericKf For the T\eaf [period HM2 41. this dis<'re*pancv lietsveen sales' 
that <faild hasi' fn*en expected at durable j^mxls stores, in slew rjf the 
hit^h levels of income, and actual sales arnountc'd tt) 45 billicm dollars. 
Foir the uoiidurahle ‘^omls stores the discrepancy was less than 5 Viillions 
It must not l>e ((nu linled fiom this anaivsis that there will necessarily 
Ih' a sales t;»ap 50 hillion diillars to be filled l)\ consun»ers at retail stoic's 
after the* vsar is oyer, 'I’he deferrtMl demands will he far less than this. 
While it is One that the pent-up deriiaiKl f<u mtods. particularly thi* dur¬ 
ables. ssill he sulistantial. the maijnilude of this deinani! wdl dejHMid not 
so miK’li up<M) the aecuTniilated sasaniiN of iiidividuals hut on miuiy other 
factors, the nu^st im[M»itant of which will he the [rrevailin^ level of em- 
pln\ inent and of consumer im omes in the post war veurs. 


SATI S l\>riVATT\TS 

Of particular inter< st to ri’tailers is th<’ effect »»f a chamje in c*nnsumer 
income mi smiles hs kind of husiues.s. It is well known that when intsnnes 
of indi\ ulnals ate <'n the increase iertain lines of trade w ill feel the effects 
to a muc'h greater de>iree tlwn others, 

These v;d<‘>-income relations are not only us«‘fu! in indicating the trends 
and shifts in sales since hut tlwN also determine the ilenvand elastic¬ 

ity, or SAlf‘s-<S{ui\alent for the g(K>ds sold in each kind of hu.siness. Such 
UHMsures of the sales eijuivaltmt can la* helpful guides to retailers in the 
transition jx'niHi aiui more im]V)rtantly so in the |x>st-war years after full 
rrwnversion i>f industry has taken plats*. Exhibit -5 presents for each kind 
of husines.x the sales-iHpiivalent assexHated with a 10 [x;r ctnit change in 
disjxisahle income of indis iduah. These are based ujxin the exporienw 
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HAM-:ii-I‘XiriVAI.>;NT OK A CHAM.K IN I.\(X»MK, HV KINOS OK Itl'KAIL 

HfSlVKX'i 


Kind o 1 BniuMaift 


IW I'wjl Dtiuwtt , 
. in Sitk>«. 

! IrTm) in IVr »'ml ; 

! ( 'ItiAlliM'** llj 

j ill- ; 

; K'jio' r»f In- ; 


limiii '1'n < >nl) 


All r<'TJiii!**tor«*n: 

1 •‘jiIjn . 

NMi.Klur;iljit‘“Ki««-ls ston 
Motor-voViM Jr clrnliMY. 

JrwtOrv 

ItMiJiii'iif- tlfVilrrv 

IIioiM ii' i'i ir.tl r««iw‘ Kl*iTr> 

h nniilAirt l;‘ 

Auto iwirt.** i!hI fi»v »fwvru's -inrur" 
h '.ijnilv <'1 f f’t -‘tori*** 

Hiiniw vr* 

Mrii - I'l'ii inritf itui { fttoo 

WolDi'Ii" 1 l!l«i .'iff'l’N'm? sK*.'^ 

Slut' 

I'i.ihDif 'Kioi 'if j>!:i. <- 

{ >rp;iTt J'.i* l 1 ! Mo Jli<ill.K nrtl!-< .fiji'r 'i Nto»f« 
t tf ln'f jcrioMJ rnor< huioJiM- airJ ttr> .sittriM*. 

!• lirl nJifl l*'i‘ J>. 

I »riJK ♦'torv 

tirodrry luvl rouniUMVo-u 
rilhiiif ^tali ‘J!-* 

\ iinrtv nt^-rr*- 


12 

10 

JO 

10 

10 

IS 

17 

17 

17 

r. 

M 

)-l 

iO 

10 

10 

0 

0 

0 

K 

7 

0 


1**V 20 


10 15 


I’lnlrf 10 


pn'Ndihiig io tMch line ot trails from to HMl. 'rin' lioos of trado in 
tlu' tiiblf art* ill onloi ril (icc:nM.smi; s.ilos-t'fjoivalont. 

It ioa\ V><‘ oolrd ftiat tlir retail most seiisiliM* tf» c haiiKov in 

MinuT incomes art* those t>f motor noJiu Io th-altTs. jowf lrv store's and loj* 
iior stores. Tach ol thtsse has a sieles-i'<|uivaient of J‘l |)n t rtit. At tht* 
other end tit ttu* seale the least sensitive are variets' stores. Hllinj' stations 
and i;rtK:erv' stores, basing a s;iies"er|iiival«mt of 5. h. anti 7 |M*r e^ent. respeo 
tively. On ttie basis of these Siles-c'cjinvalents retailers ean delermirif' the 
change in sales to Ik* expected svith a given change in (lisjKJsablt^ inc t»ine 
of < irnsnnuTS. I'crr example, a dec line of '5 jK-r eerit in disposable income 
may l^eexpec ted to result in a deeline of 7 jxt cvnt in salt^s of mi'n s doth- 
ing and fumishiiigs stores. 

Tht* sales-c'tpifvuienrs art* valid if all the faciors inflnentirig .sales other 
tlian dLSjKisable income are constant from one* sear to aiiothc'r, In tleter- 
mining the cdfect on sale,s of a gisen change in mec^me fr>r the same year 
no nnxlifications need to l>e made to the rt*sults f;btiiiin‘d by tfw- of the 
sales-cxpiivalent given in the tabh’> However, if the* effecd on the sales Is 
to be determined for a given change in income from one year to another 
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ulln^^ luaclt* for thf* upward or downward ti^iidcocv' 
tlkfofigti tiu; vf^ars sfiown bv a inir»il»i*r of liin/x af tra<]<;, 


UKiAH. SAMvS Arnji iitANsirioN 
TIm’ jM'rifxl of transition will ht* ossfnfiallv mie ot reudjtistiiH nts for tht* 
ivoiioinv as a svliolr atul in paitktdai foi n-tail tradr Difficult as thr 
profilojnv will In* in this p‘lkxl, rftaiU*rs «tn* alsi> s italK ctifirmioif witJi 
tin* prosjH'Cts tn tin* [wrifnl foliiiw'injj; the* transitton. Will (‘oiismiK’is alter 
thfir hiivini* habits or will flu* prew'ar jiattrrns lend to pn-sail alter most 
of the n4*ut-up dein.'iiids have h('eu satisfit-dy W ill t'onsuiners' purchasing 
power In maintainf^d at siilficieiilh hi^h K veis to permit a pioiitable sol- 
umc of retail sales m the post-war veaf^ in w [Jrodui ls In iiitrtHim ed 
which svdl stimulate industrx and <‘omnn'M‘c and m turn ^eueraf«* an in 


I xhihit 4 
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encasing volume of rHail purchases? Obviously, the answer to these ques¬ 
tions must wait njion future clevelopimmts anti raimof Ih' j2;i\en at this 
time. 

However, some light on |>ossible post-war trends can Ije obtiiintnl ))y a 
study of t]je ex|w*rience iri the ptrunls fn'hue and aftt*r the first World 
War. Exhibit 4 prese!it> thr V»et\seeu ciuisumer expeiulitures and 

disjxwabk* initJiiie f«»» the vears 1910 tf> 1940. A similar pattern wouhl 
have ljf*en obtained it sales of retail stures. which constitute about two- 
third.s of all Cf»nMi!nei es|X*ndjtureN. luul fx-en use<l. 

lwt> ^i^lufic!lnt c^bsiTNatinijN may bi* imule from tliis chart. The first 
is that tht' relation l»etu«‘en the ha^l ot expenditiinw and iiu'ome for the 
periinl 1010 to 1029 did not ci»ittinue into the lOJtVs and I0d0\. A shift in 
tlie rekitiiiTi <K<iiMe<.] Tlie sJiift was mu h that tonsumer espenditures for 
the siiine arnoont of ineoine were j;i‘iteiallv alwait S hillioii clollais hi^luT 
tn the period affei 1920 than in the t-arlier period. 'Mje implication of 
this is til,if t iinsuineis .saved a relaliveK larger proportimi their iiatiines 
in the e.oln i peritni "I'he si eond oh^ervation is tliat di'spiti* the ditfeit*ne<* 
in the h er/ of r vjxMjdiluri s in the (wo peiiiKls. a gOf ii t futunr in eon- 
siinier jsn onif s reNultt ci in lln^ sanit* proportionate- c hanyi- in tlieii e\- 
petaiitmes jor t-aeli (if the two periods. I'oi esainide an iiu'iease of 10 
iiilhon dollais in vhspoNahle incavme in <-ithei peijo<! n.sniteil on the aver 
age age in ioi incTea.se of S billion dollars in espendifures or. an itii.rcMse 
of o billion dollars in inconie it^sidted in an inen ase of 4 billion dollars in 
ex]X‘ndifiiri 

I'haf tin r<*lation bc^tween absolute (futrtiif s in i onsmner expenditures 
and absolnti* change s in disposable income ha< heen stable in the '^0-\eat 
period since 1910 js indeed striking. It persisted under widi lv valving 
f'omlitions— in a vvcsrld w ar, in tla- pros|)erous \ <‘ars of tlie twenties when 
nianv in-w prodncl.v and industrial technicpies were devehiped, in th<‘ 
great depression and in the subsi-qinnt recoverv vc-ars. rhe loritiniiitv of 
the rc'liition provnles a Inghiv \ahial>)e guide in ajipraising post-vvai 
trend.s in retail sales, On this basis retailers can determine what the ef¬ 
fect of a change in the disjXJs^ible mcoine of mdiv idnals in the jiost war 
vears would Iw on total retail .sales. . . . 

It must Ih* efnpha\i/c‘fl that this conclusion is .ijrplieahle In a d«‘ter- 
miuatiotj of the changes in total retail sah-s arid not necc-ssarib' to the 
c hanges in the sales of anv particular line of trade- or of any individual 
firm In ap])raising the* sales prosjxcts of particular firms or kinds of iHisi- 
ness. s|X‘cial developments uppheahie to tlie individual firm or hiisiness 
must also be takc‘n into (?onsideration. 

In order to determine' total sahes, howevc'r retnilers must know not 
onlv the cliangtf in sales corresponding to a change in disjiosable inctnne, 
but al.sf> the level of sales which would <<rrrespi>nd to a particular level of 
drs|x>.sable income The answer to tins latter problem is more difficult tf» 
ditennme, since past evpTient^e has shown that m certain pericMls core 
surners hast; tended to alter the sav ings-incorue pattern Will the Ievc*l of 
t*onsnrner expenditures in relation to incomes ttmd to shift in the prstwar 
years as w’^as the case in the sears follow'ing the first World War? Will the 
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putffTii Iw^ (tstaf>lish<*cl at a higlier level relati\'e to that of 
the 1921"”40 jk-ikhI? 

VVhilr fhe ^ul^\ver^ to cjUf'stfofis cannot lx* given, sex eral ohw^na- 
tions may hr riKicle on |>f>sMhle |Kist“War trends i)es|iite the fact we do 
iK>t krjfnv what fh« e\|M*iKiititrC‘iiK:f)rne pattern is likely to he in the fu- 
tut*'. the <lose c-rar* lati(»n hctweeii anisumer t'X[x:*ndiliires and incomes 
in the perili<i from [>rovifles the husis for the pf>st“\var ontltwA. 

(Certain de\<dop(nents, faiuvver, might result in an upward shift in the 
relation with a uirtesponding lowering of the savings-exjx'iiditnre ratio, 
Nevs prodiKfs »nav itaiu- forth whuh will "catch” with the masses of the 
population and rcMilt in wid*' rejx'ri nssions tm the nature anil esterit r)f 
ionsntner sjM‘ndmg. 'Iliis would fa* similar to the de\» lopment in the 
tweiitii's when th*' iinproxemenf of tlif’ antomohilrv and tlu- df'velopiiient 
of all <rf the proihicts and st^rvices a.ssf>ciated with it. resulted in a shift 
in tlie li'xel of muMunj^tion, In fai t, (hr* ratio of savings of individuals 
to then disposable income was rednciil lioin an annual average of Hi 
per ci'ut. in thr' pi‘riod to h per (‘ent in ihr* |H’riod freun 1^)21 to 

mi 

A lifting ol tlie expenditure line might also arise hv the niarkc*tiug of 
existing products in a chi'apei and niori' attractivr' forui, I'vamplr's of fins 
would hr’ lowei “prii-eil aufomohiles or low-ciist lionsr*s which would 
hroadrat the markets in tin* low income brackets, rinallw (he savings in- 
inaiie pattr iu can hr* altiMed matr'riallv tliroiigli governnu'nt pi»lu v with 
rr’spect to s<k ial sr curitv and tax policies. 

1'hr‘sr' cousidrTations point up thr* uncertaintir's iiivnlved in the pros- 
jXH’ts for retail trade in the post-war years. Hie dominant taitors will he 
the volunir- of t'onsuiner im onir's and of I'mplfiymr'ut wlii(‘h vvill jirevail. 
f*ast ('VjXTirui r- indicate s the’ magnitude of the change in sah s to l»e e\- 
pr’cteii with a chaiigr* in rii.s|>osahlc^ im*rnnf*. In tin* ahM-nce ot new d«*vr’|- 
r^pUH-nts tending to alter thr’ s.uingsdncome pattern, thr' past relationship 
sfionld prove’ .1 heljitnt gnnlc in lietenmning the level of exjx'uditnres 
conesjKmdmg to a given level of disjxisahle iniome. 

(^>CtM IONS 

1- What ivlationslnp does price elastieitv of demand hear to rricomr ela.s- 
tii itv of demanil^ 

2. Fnnn llic point of view of the inilivuiual merchant sc’tting a pik-c» on u 
partn nlar ciannuHiily. what significance haw changes m lonsuiner in- 
c‘mne^ 

3. To vvfiat extent could a nation-wade chain-store system hasi* sales fore¬ 
casts (>n ciaisnmer incxime pros^MitN"** 

4. What accounts for c'hanges in the Icvei of inernne-expenditure rela- 
(H>nshipx Muh a.s iKcumNf In'twren !9lB-‘2() and 1921-40? 

5. I>n changi’s m dollar sah'S accurately represent clvanges in phvsical 
v\>lnine of sales'? What factors might cause disscrr’pancies between these 
two series':* 
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APPtlSDlX TO CASE US 

COSS('MER EXPESniTl-Rt: ITEMS CLASSIFIED ACCORDIXC. TO 
SEssmvin to cuaxces ix the nisposARLt: iscome' 
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In tlu‘ spring of IfMl* Marshall Firkl aTirl ( oitipan\ iacrcl a proh- 
Irni of intrrii.il c’oni|M‘tili<jii lH't\vr»‘n thr li*iM-mrnt ilivision and llic’ 
npst*iirs (Ii\isif>n oi ifs main rrtai) thpartmnni stun* in Cdiica^o. 
This i'omprtition causi*d diiplit atr investiiK'nl in invrnt<irirs, inunr- 
taintv of aims williin tlir ctr^ani/atioin and <'onfusion ainoin^ ciis- 
torncTs of th<’ store. As a result, actual salt's of th(‘ tompans f(*ll 
short of the voluTin^ whidj management heliev t'd should Iw* attained. 

Marsliall Field and C’ompanx lie» 4 ar» iMisinevs as a retail stor<' in 
CIncauo in 1S52. The company ^rew ra])itll\ aTid attained a {K>sition 
of national pre-eininence by the turn of the rentnry. A privatel) 
controlled tH>rp>ratio?i. it expanded into manufacturing, wholesaling;, 
and real estate, It also exteinled retail ojXTafions by increa.siii^ the 
nunilHT of store *iints in the (ducaj^o area and eIsewlM*re. Its lari;e 
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Chicago department store tontiiuied, however, to produce a ver>' 
inijHntant part ttf the lirm\ total ^e\e^^U€^s and net profit. Until 
the basement division of the (“hicago store had accounted for 
alKiut 2o per ct'-nt of tlie trilal sah^s of tlie .store. This share of total 
store business was vvc*ll above the national averagi? for departiin^nt 
stortrs. 

During the deciule inipaiatit ihanges tfK>k plact* in 

depaitnienl stoi(‘ retailing, and thc‘Se rhangi*s had their effect on 
the o|w rafions of Marsliall Firhl and (^iinpany. A primarv factor 
was the proen*sstve dc( line in the general price le\ «‘l afti’r 1920, a 
rnoveimait \vhi< h was iu ('i‘)erat(*d b\ the l)ii.siness dt'pressioii lx‘gin- 
ning in 192V) This detline was rellected also in retail priies, as is 
shown m l'!\liihit 1. l echnu al as \vc‘ll as evclical iat tors r ontrihnt«*i! 
to the general priee decline. In lVi21. (or exainpli , a lu*av \ erndely 
stylerl leather jiiekel sold for from $2o tt> SU). lU 1911 inanufa(’- 
tnrers were pnxhicing highU stvh^d. pn'cisioii-tailored jaiki’ts, with 
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dress-clothing refinements, in a varit'ty of high-quality leathers, 
to retail at $10. As another example, in 1921 a man s light-weiglu 
wcxd sweater for spiitswear retaih^d at $10. By 19*41, thronglr 
€’conomies of mass prcKlurlion, sjxirts sweaters of equal quality 
retailetl at $5. Thi-s (jualitative improvement was nut generally 
reflected in statistical ineasures such as those shown in Exhibit 1. 
A secoml factor ciuinging the distriinitive position ol tlu‘ department 
.store was a marked deeline. after 1929, iti wmsumer inc’tMnt*.s. N!on=» 
than a decade latei the level of income's was still Ixlow tliat of 
1929. Hetail eiistomers with lt‘ss money insisted i»n l<>\v-|)iiced mer- 
elijiidise 

As a result of the IVnegoing eiian^es. tlie strui lute of retail trade 
was beli(‘\i‘d l»v inan\ iiKuktiiitg experts to ha\e shiltt'd subslan- 
tiallv over the ten \eais preceding 1910. Dt-paitineni store's lonnd 
it (hUu ult to ruaint.on sales volume' fhrrmgh the traditioual iiiethods 
of operation, and relativeh U»vv-<ost distrilmtors made' inroads into 
the ih’j)artm<'nt stole inarki't Among the litter, mail-order houses 
wfiieli lia<l ojMiM'd letail-store units l>egan making important conn 
petitive aib anees and were attracting from (established department 
stores manv eustoiners, (‘sj>eeiall\ thos*' M'ho bought low pricc'd 
nuTthandise (amvantional departnu'nt stores Ix'gan to place more 
empliasis on goods fiought by the middle- and lowa^r-middlediiemne 
groups Marshall Field and (lompanv was one of the last slon's in the 
eonntrv to Im* affe*< ted b\ tlii‘S(’ (’haiiges, largeK In't'anse tlie upstairs 
divisions of the C hii ago store had devt'Iop'd aji extensi\e following 
in flu finest lines of domestic* and impoitt'd merchandise. Despite its 
Ion al clumtele, however, the store fell under po'ssiire to compete for 
business in th«* lower-priced lines 

Prior to 1939 iht' (Chicago store of Marshall Fi(‘ld and fCompany 
had diNided its retail market betwt'en upstairs and ba.si*nK*nt divi- 
-sions. Under this |x>licy the pnc<' lint's of the basement division had 
gone u|) to a ciTtain jK)int and the price lint.'s of the upstairs dtv'ision 
generally began at a point a little above where the baseuu'nt store 
left off. This was particularly evident in price lines which w'ere fea¬ 
tured in TK'iwspaper advertising. 

With the deeline in prit'e.s and with otlier clumgf^s in the structure 
of retail trade, the upstairs divisions after 1930 Ixgan comjxrling 
more and more direcTly with the basement division. The upstairs 
and ba.sement divxsums soon found themselves making two bids for 
the same group of customers. This resulted in duplicate uivest- 
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ntcM»ts in in\rntr!ii>\ in flir ni.iintrn.uit** of two l>u\iii^ (Mt'iini/.Uioris 
vvlii<*}i Wi ll* siioppini^ tin' 'i.nnr whoh.s.J*' n».iikrts. an<l ui otln/i 
lihdrsitMliU* lornis n| <ln|)lif.Mtion arid I'uinpt’tition. din* outt'onu' of 
this c*oin|)rtitioM nv.in tlnit tin- iippndlotu Nrttioiis hfCiinir irnicli 
intm' nnpoil.iii! ui tlif rnodrrat<'-j>rur Ihdd .nul took a lai^r 4iin»>nnl 
ol sales soUnne onl ot the hastaiK'nl di\isioi». 

Ilk oiilri to sales losses caused h\ the eoinp<‘titiv<* situa¬ 

tion within the toinpain. tin’ haM'iiH'iit division iiiaduallv ix ^an to 
put more .ind more emphasis on a hi^hlv promotional t\pe of busi¬ 
ness. whieli miniini/ed the impfirtanee ol leeular lines and whieh 
pul a prianiuiit on sale i;tH>ds As a result th<* l),tseni<Mit <livision 
planned ainl exeeiiled hui;e ^speeial sales sueh as tin* pUtniial "Miiv 
(a lehniition." the dlaivesl Festival." and the "Twin Didlar Days.' 
'rhrs<' hasemc'iit-widi' sales hroui;ht in immediate sales volume, but 
this busintvss eanie maiidv from euslomi rs vvlui lollowtHi s|MH:ial sales 
evvaits atul who Ixur^lit onl\ whtai a sale pri(v was Indny^ offered. 
Very few of them U'CMim* remilar eustomeis of am one store. 

The results t»f this tV|.H* of promotional effort, wliich was so 
foreipi to the old wav of ojx ratinj*. wen' jjarticiilarly evident as tin* 
nation vsas mining out of the ilepressiim in the late thirties. In- 
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<Teast»s in lilies xoliimc of the bast*iu<,‘iil division roinaincd Indow 
thost* ()f iiuKlcraU'-pnc<*il stores throiiglionl tiu* t-oiinlry. ’rht*re uas, 
therefore, a eoiistant drist* each year to make promotions larger* in 
order to iner<‘ase salc‘s Nolmiit* oxer the xear lM'f<ir(\ As eacli year’s 
sales I Midgets xverc‘ Ixaiit; planned, liou ex er, tliere c’oiild never \h' 
anx reliance on cnmiilatixe business Ihh auve of the nature of the 
prexious years proTuotional sales xoliiine. Kacli xear xxas an effort 
made* on a sliort-iun appeal and desivined to hrinj; in immediate 
sates and not t(^ develop cmisumer response which had lusting, long- 
run xaliK'. Laeli xeai s sah*s \ohnne hail to Ih’ pro<hu'<Hl hy incrcM.sed 
advertising e\j>enclitines or bv higiepressme sah‘s metluKls. Ihis. in 
turn, raised new jiroldrms in the iorm ol <langerousl\ low mark-up 
on tlie gooels olteicd tor sah-. ^rt‘atl\ iiK‘n*ased opeiMling costs, and 
r'oinplicatcd p< rsiinncl j>i(»bl<Miis caiised h\ (lit* lltonsiinds of (»xtia 
sal(‘sp<‘<»])le who had to h«‘ brought in from time t(» time* to conduct 
lliese gn at sales Mu se promotions tansed siu)» xariation in sales 
xolunu- bi txvceii the (lavs of tlii' xxi-ek lliat c^Hi(‘ieiKy and economy 
of o|wration had tc^ be sacrificed. Fourteen or fiflecai times during 
the Near, it was common to find Monday’s saU*s running four ;md 
(ivt' times hraxicr than those of the next day. luc'sday. 

1 hus. in the spring ol Hill, M.u'shall I'ield .md (ompany fac-ed 
ioni alteriiati\rs with legaid to mainte nance (»f an a(le<|uatr xolume 
of retail sale s in its (!hieagt> stoic-: 

L ('onlinuaiK'C' of tltr prottiotional oj>ei;ition in thc^ busenuMit, 
with a conceited attempt to rc'dnce* expense- f)\ leveling out 
flnctuations m d.ulv and se*isonal s.dc s This c-fMirvc* appealed 
to management bi-cause of th<^ advantage tluTe xxoiild be in 
having the baserni'nt eairx a larg<’ .shar«‘ of total store- oviTlicNid. 

2, (’onxcMsion of tin* baseiiM*iit dix isitrn inti) a bargain basememf. 
such as that 0 |M*iated h\ lh<* K. A. Filenc- (aimpanx of Boston, 
n this |ilan xsere followc-d, upstairs stinks could he cleared 
into tl)e basement, where* prices would In* drasticallv cut on 
an automatic turnover basis. The hasi-rm iif xxonld l»e known 
as a cut-rate opcTatiou. ruder tins plan it was f'\[>c*cted that 
sales xolnrnc* wtMild d<*cliiie by 5ft jn*r c« nl. This cernrse. how¬ 
ever, would have the advantage of lediuing (‘OTn[w*tition with 
the upstairs store-, tlien'hx pmnitting a con.side*fal»le reuluction 
in inxt'stnumt and inxeiitorx and in tlie .si/e i)f the organi/^tiem. 

3. Ahandoiiment of the' bas€'nie.'nt dix isiou and use* of the .space 
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for c^xpatj.sion of th<‘ housi^warfs and appliaiui*;^ (k*|iartm<*nts- 
rius |>oliry fijcf Ikm'O lollowc-ti by R, IT Macy and ('mnpanv 
of Ni’w York, 

i, RtM)ri</ntat»on of th«* mrrclKmdisiiii^ policy of the liascnK^nt 
division so as to (’os(t the low-price rai»! 4 cs on temis \sln(*li 
would Ih* dijtctK coinjw'titisr witl» otlu^r low prict-d depart- 
nicfil store and chain-store competitors. At the same tiine, 
some more* oi less rcmilar shaiitn^ of llu' retail market by 
upstairs and liase*rnent divisions eonid l)e reinstiteUt'tl. Soim* 
ineinlM*rs (»l the* niaiianeim*nt belieseel that the* increase in 
national inctuue in PIM) indu ated this alteTuative as the souiul- 
est police lor the* c(unpa*i\. 

I S I II )\.S 

J W'liiit efh'et did chaii^es in eonsnmer iiiconie. after luise‘ on tho 

eleinuml lor U<Mids sold In deparfiiieiit storesr^ On tlie de iiiaiitl Inr 
j^oinb solil in Murshall KieUrs hasetnent stoit"" In tin* upstairs stored 
2. What was thr elleet of die basenir'iit di\ision\ jnoniotinnal |»olir\, 
after IddO, on die demand loi its On da' demand lr»r ij;oik1s of 

the up.slairs doisionsi^ 

d. Esalnati' the efleets on total store demand of eaeh of tfie fom polities 
profiosed in the spniu; of IVMI. 

4. W'hieh polk V would protlm e iIh' j^reatf'st total n-senoe for the store? 

Fitra astin<^ Drmatul 

Citsr u- io: /Ytm* <^’ \\ in si\Ess .\v.\/ > //: its MMiKi:rs? 

The ^l)?low'iIl^ exetTpts are taken from an artic le hv I amis |. Para¬ 
dise) in the Sunn/ of ( nrTrrif Rn.vmess, Hie simidihi d correlation 
approach presentetl in this article is u.seful in fort*casting sali's. 

Tliere is no single method or eertaiii ttvlinirjut* availahle for analv/in" 
the nniikets and their future ttrndennes. Most approaches to marketing 
amilvsis ami (o mea.MUi' by statistieal devices the effeet of various co)- 
noinic factors ou tlie uiarkets But ahmg with the statistical and (xxinoinic 
results must he hrought to Ikmt on tlie problems tlie judgment of the 
businessman hacked hv his mtunate knowledge of his own field, and hv' 
his pi r^onal e\|verien<s:’ with the vv,i\> in w hich the numerous sjKxial 
factors interact upon atui affect fus ojw'ratunis and results. 

tMCOKTANCl OK <1 NKHAI. f \(T()»tS 

The Inisirie.sstnan. htiwevei. i:annot brush aside the {mwerfiil iKiioti of 
the geiitnal iwnoune forces which jH’nueate all husiness activities and 
' Vol \XV pp 
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which set the tone for all indi\icluat business o|H*rations- lie must Ih‘ in 
a position to evaluate the impact of thes** fcjrcf^s upon Iiin own particular 
business, on his costs, on his inv«\stnu*iits, (m his profits, so tiutl his 
tltH'isions iiu»v b<' .'uU*<|uat<^K. He must be reatlv to extend and 

apply these ,inalvs<f‘s to his own firm aiul mtHlify them if necst'ssury on 
the basis td his individua] rx|XTience. 

It is the puipose of this aiticit' to tiescnlM* a inetlKwl of inarketinn 
analysis uhieh the husinessiiKUi t ati appK to the operutums of his own 
particular industry or hr in, . . . 

The busiiK'ssmaT) wdl find that he iummIs little r>r iu> technical back- 
ij;rouncl t<» .idapl the int tii'wl.s tlltistr:it<'<l !*► In', own sphei#- of ojx’ration 
and \s ith a know led,<if tins t<M hiti<|ne he will liave on hand a rt'ady 
tfwd tor iiuitzitiij; xeiv tpiukh th»' (dhet of majtit economic forces on his 
Sides, eiisls -ind, otlM'T tactorv peit.ouinil to Ins business. 

i.riDt s U) \\M ^sts OF MAllKl I 

1 hi nil thod w hu li w ill he di serihed . . i‘. kiu»sMi to tei linit iaris as 

that '«f V orrehitiofi analssis, It) tlu' lavmen s lanmiai»i- this is siinplv A 
juoet'dnTe tor sis?n!u,in/Mej^ the (Wpeneiue of the past for thi’ jnir|>o.se (if 
•irtiMiiU at a statement ol its nujilKatJons hn the fninre. 

1 he hnsnw'sMnaT* is freijneTitlv no! interested in the past except as it 
throw s iicht on cnirent ;uid iuture opi nitions and policies, b\ analy/iiij^ 
tin- esperirnct' ol his linn or industry iis it was alieilt‘d l,>s the economic' 
l(irces u\ei a jieriod ol widely sarxinu; husiness eonditimts, such as tliat 
frr>iii to l^M h lie will lia\e a inoie adc'ipiatc* foundation upon wliich 

to huild and ti< plan his future* ojM rations. 

rhe m< thoil is ilhistiiiled i:i; pfiK;dU in a \er\' simple fashion in 
Kvlulut ,1. I he problem in tliis case- is to mx* hf»w tin* ai;ere^;ite‘ sale's ol 
manul.Ktuuie 4 firms art related to their c'oinbined })roJits bt'lort' tax 
dediKtjon.s. Kach jie‘int on the chart indicates tlie level of pittfits and 
sah's tor the spta ifit*d sear. For (’Xample, in sah'S iiiuoiiuted to ’10.f> 

billion dollars while profits m (fwt Vfvir were idwnit 420 niillioii dollars. 
Tlic jMunt for UlVf on the chart is liKatt'd f»x means of these two ma^iie 
tudes, I he otfier points ;ire siiuilariv IfKated. 

If will be noticed tfiat for the period lU20-^4d a.v .sale's uurea.sed or 
decreased, profits also wiail up oi down in a manner so that they tend 
(for tile years before our entry into tVie xsar) to lie aJonj» a strai^fit line. 
The line shown in the chart c'an be »d>tain<^d in twe» ways It can l>e 
drawn by in.sjw'ction in such a way that it represents the line of "‘Im'sI 
fiF for the {xunts, re., the line that l>e,st represents tlie |>attcun of ^Kiints. 
it can also Im" t»htaiiKHl f>v a formal statistical prcK.'cdure, known as the 
mcthcHl of legist srpiares ' 

Specifically the relation.ship indic'sites that when sales change by 10 

* F<*r thoSf' who a,r#' in tlw. or fnnriulM for tbr luif' ofXaiiMrti 

bv tlie imthoij »?f least for ih^ yr/irs if is av fnllows: ProfitA fliifhonf 

of tfnflars 1 .. 135 * 0 JTl " t billKniA J*f dolbirsF Mn»l elen»eT»urv’ fcr»r 

bonks on statwtu's nlie iUv ineihed iif “k’sna sgoare^,*’ fm ni.m.n|>K v-p 
atmI Apfi/W (limerol Suaiitu% i.N pw Yarkr iVmfepJiall, Im . HM2). 
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MANUFACTURERS’ SALE 
IfilLLIONS OF DOLLARS) 

* Ni'fr N*.? (w Jm!T' .u»,i rjti' 

IjIiw' iT'ijtf’sstDit tiirnl to cUt.i Iaif l'0'> U, 

hillk»t> tiollars. pnuhrs rliati^r bv 1.7 billitin vltdllars li» othrr \\ortls. tht- 
t liaritif ill profits bt'forr ttiNfs foiustitiiti N 17 prr n ut of tin- •. hvinilr in 
sal CN itf all in.mnfai turint; fmn.s, I lns ftnu Insion .nvfilM*s to tlir totality 
of inantilai'tiii'inviL firms, *1 hr vscuild hr inort' foi sfuiu* firms 

an<i U*ss tor otluTs. 


\\\s\{ sii rs IN rin \\m vsis 

This I'sanipit* t inlKKlirs m.mv of th<' probli ni^ inh< ront in this tvpo of 
UtmKsis. In tifiirvah thn*' mv fi\f Imsk stops to !w i-ousuirriHl in tho 
stiuiv of markets h\ tho om' i»t rt latinnship analssis. 

1 , Thf i'Jrnu fif fo 7 h' Tlio first step is tfir- srlivtion of the 

or Item tii he 111141^,04!, Thr !;ins}iu'ssnian ina\ I>e interesteJ in 
snifi Items as Siiles. profits. prxKliichon, prHx*^. costs. .okI investments. An 
iiti{)ortaut ronsiileration ts whether the item is to lx* analv:z<Hl us a total 
01 svheilier a M'parate analysis should 1 h' made of its parts. For e\ainph\ 
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in thf analysis of dolhinj|» salrs it inav prove nwm* fruitful to conskU'i 
separately wfnnen's viothiue. m«'n‘s clotliing and ehildren's pjaniients. In 
nit>st cases this decisitni (*an f»e made on tfh* basis ol e,\|>t*rii‘iU'e, 

2. Srlrrtion r^/ lU htt'd lartors The seeunti step iimsists in fa*Iei*tirij' 
file iriajnr factors uhieh dirixtlv or iiKlin'< ll\ cause clianues in the item 
to l>e anaK/ed. I'his is peihaps the most uu|xirt.uit ecmsideration of the 
analysis and recjuiies expert kno\s ledge o( tin Inisiinrvs as well as 
jiiilgnient. 

In selecting (In* major factors the husincssnnin will to answcT 

mans t|nesti(»ns Dih's industrial aetivitv liase aiis diic'it or indneet eflc^et 
^r^ changes ir) tiif item tn he anaK/c^d ' Or is tile !m|>orla!it factCM' 

the mcoines of (otisumers*' U »t c‘ruistructi<»n actiNitx ^ (ti is it the cash 
farm incnmf ? \\ fiat |)arl do c hanges in prices or \vag<‘ rates, or lahcrr 
efficieucs pl.o •' All nt the major fat tors tliaf mllm nc c tlu* flnetuation.s 
m the' item must lie couMilered and weighed as to llic ir unportance in 
aflertirig tfie c cmrsi- of tlie item under c onsnh-ratiou. 

1 In hiisim Nsruau kuosss that there are iiiaio fac tors soinetirnes run¬ 
ning into, tin liundreds. that affect Ins sales «>f ju»‘fits or tin* other ele- 
rnejrts of fns business ^^•rMe of tfievc pla\ a major mle ulnie otliers are 
Ilf minor impoitame, IIoucnct, uuderi\iiig tlie fluetualions m the items 
arc' tile fno.id economic factors ulneh svnifiesi/e tin effects of tb*‘ 
mmn'ious spec iiu fac tors ,ind ulncb can be used j>v jirow rej^rc'sent 
their t omhint'd etit its, 

in g( lu ial thc'M'foie. one* or (wo, or at most tlnee lacfnrs are usually 
sulfic ic ut tc< i'vplam most of t)u' sariiitions m the item For «>\ampl<\ if 
llie juoiilem IS t(» delii'imne the factors irifliHiic.iug tbc' price* of lmH<*r. it 
IS ii simple* matter to list a do/»'ii fact*irs. such as jiroduction of butter, 
Its stocks, imports. ('\{>cirts. prices ot cornjx ting tats etc., all oi wbicb 
albal tlie juice »>| hutter to a greater or lesser degrc'c Iboveser (be 
.inaK’sis is mut b more use*f ul if it can be rt soKed m terms ol lc*w doin 
inaiit factors which account for most of (he fluctuations in tbf' pric^e 

I'Im* most impeufant c'ousidcaatioii m llris rt sjM c t is that tbc* factors 
finalK' dec idc'd uj>on must be as nearly fVir/cc///(/ rehited to the item as 
possible and must in anv t*\erit bc‘ logicallv related. Mans s|inrioiis 
analvsc's ba\c Ix c n ruvidc' and mari\ lona asts ha\c gone sour lic’canse 
this condition was not satisfic'd. 

.\fial\ses arc* often illogical because* of the* inapjrropnate cliOK*e of 
factor.s. For example, a \erv close* corrc'lation has Iw-t'ii iiscxl |>y business 
statisticians l>etw«’en the total volume of freight traffic evjuc'ssed in ton- 
mih s and tbc* national incsunc’ in dollars m tla* jrast 1^ ycMrs That is 
wheiieser the national inconu' inereawd, treigbt traHie also rose, and 
c:nn\erscly \t‘t. desjiite the c lose* agreement in tb** fluctuations VK*tw<»cm 
thesr* two veric s. tire relation is not a logieal one since a physical sc-ricjs 
has been related to a dollar series. 

To see tliat the ndation is not logical, lc*t us supprsc Hiat the produc¬ 
tion of the Nation remained €*\ac*t!y the same in srilume and composition 
from one MMr to the iu?\t but that price's of all gocKis and sersices iii 
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by a givni (7<^rix*t»tage. \s a coiiseqtieiirx* tin* iiatantal income 
winiki inm*a,%t:. It woulil tlicn !x* c'oncludtxl fnnn tlu* n;lati(»n?ihip that 
tin* physical \ohiftir ol freight traffic would also increase, which is con¬ 
trary to the ussiirnptinii. 

A logical relationship would lx* (»ne lK*twwn revenues from freight 
traHif and tlur national incoim', or Ix'twccn the volume *>f freight traflic 
and the physieal v(4iime of national prcHluction, 

ri. Saturr (tf thi' lii‘lniUm\hips. Having decided on the factors that 
lK*ar on the prohlrin, tin* next step coicsists f>f drtrrrninin^ <tn the h(tsis 
of jMisi txprrwnn tht' reUitupu or the ( ormiTtum hrftirrn tJw Hern to hr 
atmhfzrd and the tnajor fatiors iufiurnnnn, ifv fluctnatioris. There are 
riiufi) ways of determining the rt*}ations. but the teihni(|(ies can !)»■ classi- 
fifrd inti^ two niaj<ir ivjws—inimertcal methods and graphical methods. 

In general, the graphical methcKl is the irii»st sati.shn'tory and. for most 
Inisnie.ssmen, the easiest to nriderstand- Exhibit 1 illustrates its application 
in its simplest form. 'Ihe niethcHl. however, has mariv advaiihiges and 
some disadvantages, 

When more tfian one factor is involved in tlw* relation. considtTable 
t‘X|H*Tienie is riM|nired in the proper use (d (lie graphical inellaMl. Als(t 
there can be a great deal of surjjt'cliM* judgment invoKed in rstablishiTig 
the relatitinshijv llovse^er. n<» other lechnupie can tlirosv as much hglit 
on the nature' of the r<'lationslnp aiu) no marketing anaivsis should bt* 
undertaken witliout using the graphiial approach 

1’he numerical teihm<|ues c^t correlation anaivsis are eonditioned in 
part fry the suhjectise selectitm of tlu* geiu'ral fornmla to he used to 
e\pre.s.s the relations)u[) I'ui e\ain[)le, one analvst mav dc‘( ide on the use 
of a straight line while viuother will Nf*lec1 a geiieial cui\e. l\jiallv, how¬ 
ever, the* pattern of the p<»int.s on the* chart aird a kncwvlrdgt' of the 
situation will suggest tlu* nature' of the relationship. Iluf a cle.ir knowl¬ 
edge of tile ])fohlem and tlu* industrs is most csst'otial in making the 
lina) dt*c jsfon. 

1‘he advantage of the nmneiical approach is that once the' general 
foimiila IS dec idc*d u|Min anv analyst will be ablf* to amve at the same 
s:|x*cifk formula from the* dat44 bv the um- cd dedinitf* mathi inatic ai nili‘s 

As far as the bu.sinessman is coiuerned. it is not necc'ssarv tm him to 
liMrn any complicatc'd statistu al methods. All he nec tls for most pur]>osc*s 
is a simple graph smh as that .shown in lv\htl>il I If he is interested in 
deriving a numerical e.vpic'ssion ot tlu* rc'latiouship he can have* it done 
by a teelinieiaii. or the statistical dep^irtinc'nt of a university or a rc'search 
agc'iicy sjX‘ciidi/mg in such work. 

4 ( o«/innifr/ tn thr Hrlatiorrships, The iu‘\t step is the ronsiileration 
of llw* rontinuUt^ in thr rrlafiondiif} between the' fac tors and the item 
Wing uniMciered Of s]X*cial cxmct'rn to the businessman is the cpiestion 
of wlH'thei or not he can usc^ the relatain which existed in the* pa*st to 
anticipate tlw* future. Will the same ndation ('ontimio in the* future? No 
one <‘Ati give a d<4iiute aiisw'cf to this question. 

In most cases, where the n'*l;ttion is projected into the future it can 
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be asisumed that the continuity will bt* prcsen ed, Usimlly a rclatiormhip 
which has held for a lonfit p*tiod id years c'ON'ering deprt^ssioiis and 
prosjx?rit\’ under dilferent jKilitical atul social conditions will continue to 
tiokl in the future. And an infonru^d estimate btiscrti on the past e\[>eri' 
ence through the use of tliis ty|X" id auatysis is certainly much Ixdlrr 
than a guess bascil on hiuudn's or on a inajss of niu'tirndateil information. 

Arguments, liowever, base Imh-h set forth against this assumption of 
continiiitv. Hut the general \aiiditv of coiitiniiitv in economic activilirs 
is more widely aeet'pted and a*rtaiiily mulerlies all planning done 

by indisiclnals and eorfwaations 

The i'OntinnitN assumption implies that eonsnnier buying habits do 
not deviiite radicalK from the pattern of the |»ast, that the in<ome dis- 
trihution is not inatt rialK altered, lliat husinevsinen's ways of o|H^rating 
ilo not undergtt snddt^n and marked (hanges. that ttxhnologieal innova¬ 
tions ar( not too abrupt and drastu- and tluit in? calacivstnic rsent (sueh 
as \s ar ; n< enrs to disrupt the general structure and ojM*rations of the 
eeoiKnin 

A simph* r\ imph' will inakt* elf‘ar tlu* ap[)lication of eontinnity to 
market aiialwiN. Suj)]M>.se that on the liasis of 2it years expeneia e a small 
ntaniila< turer ol a spec'ial .sletd [)ro<liu t fountl tli;it his sale s conformed 
vsitli the Ihu’tuations in general industrial aitixity, so fliat when the 
latt(‘r iiKTeased or (h'creased by 1(1 per lenl liis sides went up or down 
bv 15 per (I’lit. He wonkl lik<‘ to use thi.s iiilonnation as a basis for future 
polics dec tsions, 

Ihjt e*Ni‘n though he* has had 2i) vfMrs of eoniinuation of this hasie 
relation he must assnim* the confinnitv of thc^ rcTation in lh<* future 
He could not and would not use this fari if he* knew, fin example, that 
his c»istomc*rs were going to us<» substitutes for Ins prcwliKt lb' obviously 
would make' allowanie for tfiis spia ial bn.tor in his calenlations. 

And it is at this ver\ point where tin* bnsineNsrnan's judgment. ejfp*ri* 
cnee and intimatt* knowledge ol his fiedd ssiaild enable him to make the 
necessary adjuslmcmts to the results obtained on the h.isis of past evperi' 
enc'c. In other words thi’ assumption ol continuitv does nc:>t denv the 
povsibilitx of diseontinnities hut is used tinlil there is evidence to thi' 
aintrarv, 

5. Thr Krrtir of I'orf rasl. riiially, aicount must Im' taken of tin* 
prolnihli: error of a h^rervivt which is baM*d on the use of the relationship 
The error mas arise from two soimes. 

First, estimating an item from a relationshjp to other factors rrxpiires 

"Fur :in crnpiuud rnHhoti nf fbr' tAmtimuty nf rebtionsiiip i#'*- Ndaicmul 

Wesrfnirt rs Pnticrm of U.<- . 

PnnUng Offnv. Urifl ? Tltr mrilMKj itat<'d hnrfiy as 'Hh n*lat«»nshij> wa* 

tktermined for the pN’iMnJ ur*! iiKludifig rHr or f{»ur riirns-t vnan for 

which tlw* rlrtla sc>Tf Tfir omi;nu)iy of the orhliofiship tficn lii'sUit 

fw the stae^ utmh wTre oniittf.sl from the r*»lanei4.sh)p hv ronrtp^ertn^ the value* 
Cjikubled l^^nn tW fomiub with tfte Aminat vahi^ in IIm' !nil>se?pieTir vears The 
teft was pAitivf if tfic- enor m thrM’ ve«rs wm within the rsinge of tTfrors obtained 
in past periiwl frifni whit h the formuli des'eJoj>»*d., 
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that forf*tasl.?» rnarlc' ot (Jirsi* otht*r factors. These fonxiists will u.suatly 
i'caitain errors sthich will transmitted] to tlu‘ item that is calculated 
from tlietri f or exarnph*, supp«>se that a relationship is t*stahlished lx - 
tween the level of iinentones held hy a husiness firm aiul the \<»]ume of 
production of that firm. It is ndjnired to determine th*- \olume of inven- 
lon<*s conesporulinij; to a forecast of pr4»ductioii. ()l)\ions]v. if the pro- 
(Inction fori-casl is in erroj. the inventory estimate* made from the relation 
will also l>e in error. 

\ second sonree of error .irises frc»m thi* "fit’ of the n latii^nship, In 
the penotl from whuh it vsus dt‘termined, the value »if the item as calcu¬ 
lated from !h(‘ relation ililh-rs from the actual \alue hv an amount which 
IS called the error of estimate f or e.xampi* , in I'Aliihit I, tin* (alinlated 
profits ohtained from the line (or is Sd.fi hillion, 'Mjis i ompares with 
the actual profits in tliat s ear fd Sd d hiilion and represents an ern>r of 
$<V| hillion or a p*TC‘entai*e error of d per cent when compare<l with tlie 
c ali iilated figure. 

The a\erai;e peicentai;e error for the iMifire pernuf consitlered is a 
Ttm^li aiul reads unide f<» the prohahle ranine of error that mas- he e\- 

I weted in foreca.stinu; (ruin a relationship, assuiuinn that it continues to 
lold in tlie (nturcf. In either words, the likrIiht>od that an error falls 
outside the ranee of tli<* asera^e error is fairlv small. 

'Mms in all hnsiiu’ss forecastini* from rehitionshiiss allowance must Ih* 
made lor these two soun t‘.s of error and the o suits, therefore must he 
expre.ssed as ,i tant^f* witfitn whn h the a<dual sahn s are likels to fall 
This nu'thod of analssis is for most jaiiposes far superioi to the more 
(ummiMi proeedurc’s that are ap[iliidl to marketini^ |)rdhlenis Hie eorre- 
latinii method leads to a iiioii' fiindiimental understandinri ot the inter 
retafionvliips in the economs and to a more reliahle formulation of these 
relations. It often lirm^.s to liii^ht some hitherto nnrecoi;ni/t‘d assoc iations 
In'tween the item that is heme analv/ed and the factors to whkli it is 
related, a miitir t(» future treiul.s it serse.s as a more I'crtam tf«d of 
analysis than othei tea hnnjues 

One of the most cominou of tliese other methods that m wlucli ratios 
are used sucli as the in\i*ntor\ s^ih's ratio or incomc-.sales ratio In inanv 
cases such ratios are not m«'aniie.du) since the true ielalif*n mav not l,>e 
inie of direct propoitionalits \noth»T method fns‘|uenllv used is to fore- 
ca.st an item from an e\tensi«»u of its trend rhis method is in most cases 
verv (|uestionahlc since it insoKrs little nmhrsf.indmi; of the forces 
contrihutuii; to the* vh*>rt term (hictnalions of the* itc-m. 


<^)i’i.srioNS 

1. By use* of the simplified graphic technique of ciurelatioik detennine 
one imjMirtant relafiiaiship Udween a significant sariahlc^ (such as 
consumer income, hank clcarmi;s, huiicimi; lontracts, etc.) atid tln^ 
sales of a sclectc'd product Data for this purpose can Ih‘ dcrivc*d from 
a ri’veikt issue of the' Sun ry of ('urrenl 
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2. What rr.i'^oiKs are thert* for Iwlievmji that the vai table vou have iiM?d 
aetiiallv »kK*s detiTinine sales «)1 thr pnaltict io <jMrst»<in? What other 
variaf>h‘N might also ioHuencr salesr 

3. 'lo wltat extent will aiirentlv availiibit* data hn tht' variable lore- 
shadow future salt s? 

4 What, vprt ificanv . is the averam* p<‘ivi‘ntas;t‘ o| rrn>t of \uui ♦(*»«-< ast'** 

t ’riM II II / A/tS(b\ Asn w l\l\ 

Heiirv Wolf. son ol tin* InjimM owtu i of L.uson and Wfdt. Int' , 
a rt'lail ji‘wrlr\ stoic, returned from nnlitaiv serv u e in the lall of 
194o. At that time h* was cnnsitleime two alternative )msint‘ss 
ojiportuniti<‘s lor liimsell. The first was an ‘diet Irom a nianufaetiiT'- 
iiiLi jeweli r in an Fast <'oast ( it\. I ht' linn w ished Mr. W olf to as- 
suTiu^ tlif dnti< s oi V ite-jnesident in c harm* sides at a slartini; 
salaiv oi 'sS.ofHi. IIk setond alternativi' was caitering Imsiness on 
his ()\\ n tliroiieh pmt has** of tin* I,arsr>n and W olf jtwvtdrv s(<»re, 
Larson and Wolf, Inc,, was sitnatial in a thriving niid'Wfsteni 
industrial ci?\ of alnnit HMt.tKtf) population The firm fiad luaTi 
biunded in IVMO bv lirniv Wolf. Sr., and a j'laitner, (»enrg<‘ Larson. 
lU flu* end e>i Woild War 1 the store bad an estalihsbed elirmtide 
among tin* middle ■ iiiid n|)peidiu*om(* groups, I In* business bad 
been enrigetic alK Init c'onservatrvi K inanagod, In 1924 \\ olL Sr., 
aeepmed Ins p<utnef s intt^ist. who tlM»reupon rt^tired from the 
jewt’lrv business. Lndei Mr. W oil s m.mam'ment tlie store eoiitimif^d 
to t njtn inc leasing vales volume and good |nofits As the main retail 
shopping centej migratc'd uptown in the lati twenties. Larson and 
wolf planned to bdlow, but in 1929 the downturn in Imsim ss ad- 
verselv alba te<l retail sales of jewelrv , and Mr W olf delened 
moving to a new location. 

In Lfl3 llenrv W’oll, |r . graduated from coilegf'. where hr- had 
made a eieditable’ re cord in the stuelv of marketing. ImrneNliaielv 
he went to w ork in the* familv p'wcdrx stoit\ whie h. aflf'r se veral h’an 
vt\n.s. was Iw girming to fe*el the* upturn of Inrsiness aclivitv which 
starte-d in the spring of 19>L After two \ears of diligent e ffort in all 
pliastw <j{ sttue work. Ilt*nrv. ]r., thremgh a business ceumeetirni of 
his father s, went to New \ork, wluTe he worke^el for a manufactur¬ 
ing jeweleT in the* proeliiction dr*partnient aird lat**r in the* sales clivi- 
siem, 

Henrv Wolf, Sr., died in the spring of 1941. leaving the. Irusiness 
jointK to liis widow and to his .son, ifeniv, Jr. It was decided tfrat 
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the !>i 4 iswicss sl'ioukl In* sold, sinc^e there was a purchaser w lio had on 
several previous rw casions attempted to buy the I.arson and NS'olf 
( .oinpaiiv. 'Die ji welry stfjre sohl to this pun haser, a midclle- 
a,Hed iiiiui of c orisitl«Tiil)K» ex[K?riefiC‘e in the retail jt'welrv trade. The 
siiccessoi <mn(T was n*jiarded as a sound buyer and manager but 
was iHjt thought to havi* iiiuch ability in sales |>roinotion. lie w'as 
alsf) limited in eapital resources. 

VMien the purchaser's healtli faiN'd in 1945, he eomiminieated 
W'ith Henry WoH, Jr,, who at that time was serving in the Cni(<‘t! 
States Arin\. olh'ring to resell the business rju vjtv iitl\antageoiis 
U'rms. Negiitiiitious weir- still lM*mg earrieil on in tin* tall ol 1945, 
when \Vf)lf received an honorable tlis( harge from tin* armi d forces. 

As he reviewer! the altf^rnatise business vf'iitnres, Wolf anticipated 
that, should hi* aecepl the post of \ ice-pic^side^n of llie mamifactur- 
ing jewelry (oiieern. lie would aseragi* $l(hO(K) aniiualls in salary 
during the first live vears It seemed unlikely that he would l>e taken 
in as a memlx'r of thi' firm Ixn ause it was a closely held (amiK cor* 
potation. Were he to jxircliase the Ivarson and Wolf Companv he 
beliex'd he eotild raise the sales volume bv at l(‘ast 29 per ccmt over 
the next live xears 11iis, he tlionghl, was a reasonal»le cstijuate, lx*- 
cause his youth and wiih* personal aerjuaintame in his homi* town 
would plai'c him at a great advantage over his i'ompetitors, llu* chief 
of wlioni was a branch store of a regional chain with heath(uar!ers in 
Chicago. Witif lielii’veth also, tliat .» shift of store location, contein* 
plated in 1929 but ncvi'i carried out, would comjxmsale for anv 
dovvnlnod which might be expenenced as the result of a |>ost\var 
recession. If sale.s volume attained the K'vol ol SltHtjXM) auTmallv 
tiver tlx* next five vears. Wolf reasont‘(l that he could net $15,(KK) as 
.salary and profit. 

In reviewing trade ]ra|XM*s Mr. Wolf noticed that it was freeU 
pnxlicted that tlu* heavy wartime excise taxes on jevvelrv would fx* 
lovvertxl or re{K‘;de<l 1 rade sources also indicated that low t r-priixxl 
inerebamlise would Ik* generally availalde bv late summer of 19-46, 
Moreover, Wolf was aware of tJu' tremendous backlog of .savings 
created by tlx* unavailability of manv consumer gvxKls during the 
war, and he beheviul that this winild stimulate jt*w elrv sales in the 
{HKsIwat (K*i}o<l, At this time the article reproiluiril in the appendix 
came to .Mr, W^dfs attention. 

Sah*s of IvUrsim atrd Wolf. Inc., from 1929 to U>44 weie as follows: 
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<^>ir-snn.\s 

1 . Wh.it iat'tors chit fiv iulint'utt- thr iiafioinl vnlmiw of jrwflrv sales? 
2 W hat estiiiiatf^ ni sal«*s \ulunie slaaihl Ih-orv W olf .ulopt in deciding 
hetss'cm thr two hiiviijt >s alternatives? 

V/T/:\/)/V TO iWSl 11 ll 
////: oi'ii.ooK ii>H ntsrwAii smj:s (*r ji.w ilhy^ 

W ith the fasorahlr rvfnts oi* thr luilitaiv Itoiits it is natural lor ji'vvel- 
ers at (his time to he vvoiaii'rsnt; ah<mt tht' sales jirospeets in the post* 
war |n riotl In nrciri In nuke an intt lliueut appiaisa! of tin* prospects 
for jevv'rlrv stnir* salt s jt neecssarv to d« terniiia* what art* the major 
( t'ononiK lactors aHectin^ thr fhiduations in sales, 

l’!v <'r\ jeut'h I knows that tlie most importvOit t.n tor ufltatinp sales for 
the trade as a whole is tht' m‘oeral etuiditifin of Imsmess, In eoud fime.s 
salt s atjd profits are hi^lt v> lMlr' in dt pressrd jieitotls thev drop to nn- 
lavorahle levels. Of course, fin* ahilitv, location and capita) of the intli- 
vidnal it t.dler partlv dt'termines how tlic ups and downs ol general htisi- 
ness aliect him jn-rsonallv. However, (or the total jewelry trade sales 
volumes art etuidifiout'ti f>v tin* general level of prt»sperity. 

SuK'e thl^ is a proijlein rtnieenumi the demand hir a etinsumer ti;t)t>d 
the mt»st im[>ort;mt factor -dfectint' tlie volume of dollar sales is the 
iiK'oiue of t'OMsumers winch in (urn is dt'peiident t>n tht* c uurst' ol general 
Inismess activ ity. 

A eo 3 Mj>arist)n td the data slitiwn in I'.vhiliit 1 or* sales of jewelry stores 
and ctmsniiHT rnt time for tlie past Jo year jKTioti frtJin ft» Ih 44 , 
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IBILLIONS OF DOLLARS) 

inciuatf's that sales went up and ilouu as the ineunu's incnsiM'd or dr- 
i rriiM'tl I'luN is clrarU l»rnni;lit mit in i xliihil 2 whiili shnus the rrlatiutj 
)H'tvvi.*<'n sales nt jrsvrln stores aini the dis|M>sahlr irnsJUir of iiuiiMduals. 
7 hr disjHKahle KK'oiiie \s thi' inronu left tiY indivkluals after jxivrntMit of 
taxes. 

The strikmi:; fact in tins exhihit is tlut salt s and ineotnes are intnnatelv 
reliitt^f aev'tnilmj' (o a dtdiriite pAttern. The ||>fnnt> tend h* tall serx clus<‘lv 
alftiitT a straight l*ne. The line shtmij in the exhdiit, represents the rrhi- 
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tionship anf! \ia< cnn»piitt*d by stahstical im-thods, Esvcntiallv^ tlu* saint' 
lint'. ho\vi*vt*r. can Im* drawn in b\ inspi'ttinii. 

Thr avt'rai*!* |>t•rcrnta^^ ilcviaticm nr «‘rrnr of tb< actvial salt's from the 
c:orres|Mmding salt's as calnilub'c! from tlu' strai^lit linn lor iho entire 
jienocl from to is only ') peici nr indicatm^ tliat sales have bt^en 
almost ctirnpletelv (lotenninecl In tin t baji^es in i^msomrr ineonie. Fnr- 
lhenn(»re. more important troin (hr point of siew of post-war eonsitlrra 
tioiis. sales in the war vears were not out of liiie from th<' prewar rela 
tion. In utbei words, the ti(*niendnii\ wartime tApansion in salt s kepi 
pace nilh evpandun^ iiucnnes in almut the same wav as would be e\- 
jnated on the basis of fhe pre nai evpeiient'f' 

Vnolbt T strikm];: pnjnt slunvn In the rt lation is tliat sales t)f jewelrv 
store s an' \ er\ Nensitisc' to c h.uiiit s m t onMimer ineitme For esample. 
Ireim l^Vi to e(»nsnm4T ifie«)im‘s inereased In .V> peKc-nl. whereas 

jewt Irv store sales ineieast d In pt'fv t'nl. or almost dmible the lela- 
tr\e mtTease in int ome In iiern ral. on the lusrs of this past n'l.ition it 
I an la sljosvn that oii the aM'iveje a ch.mee of |0 ju reent in ilisjuisable 
iruome vsas assoetated ssith nearlv a 2lt pere<*nf ehamje ni sales. 

This is ail import,(fit lonehisimi for the post war bnsinr ss f>t jewelers. 
It means that when (onsmner iiuome is hri^h and inc reasint:. }ewe)rv 
stores \sill ';.;an' IremendonsK sniee their sales ua tease nt unMti r prop(,»r- 
tion to till’ I *se in m< < anr 

On tile othr r iiand. {eweh rs are at a f!is,id\aritaef^ relative to (.»ther 
n taih rs wh« ti iinomes and emph>vmr‘nl, shrink sir»(e theii sales drop 
rnorr* (net ijntousK than the relative dei line in im ome Indeed as shown 
in a (nevioiis stndv jeweliA stores stand at fin top of the list <if ma)f*r 
retail ooth t.*^ when t lassifn-d n eoidiini to the' n sjions*- in sales to a 
liianer* in t onsnmei rnt orne 

|ewt'lers will find mam uses for these lesulls. \ partienlar jew'eler 
ean ttJrnpaie his sales witii total sales tor th» tradt , If h<' finds, lor «a~ 
ample that his shart of total natituia} bnsme.ss has bei ii m the same 
proj)ortinn nv4T the sears, then the cojjf’lnsions stati d above wanM apply 
to Iris ease It, on the otlier hainl. he was doini: better or worsi- tban tin* 
trade as a whn!f\ tben lie W'onld modify the results ai('i»riljne|v. 

For the' total jewelrv business, an iinpentarit .rpplieation is tlie apjrraisal 
of |)ostAsar prosptcls. I'he record of tJie past jirovides the basis for 
the probairle ranee of the povt-war volume of jewelry store 
sales. Sinee sales have lH*en related tci incenne it is ncTessarv to determine 
tlu* prospects for income, llus. of course, cannot be dom- precise|v Iml 
a probable rajice may serve as a piide. 

If tben* is relatively full employmenr after tlie war tlnr disposiible 
iiictime of consumers is e.stimated at apprf»xiinaf< ly I V) liilhon dollars at 

‘ I h* t^TtieiU n jirrM Hlinj: rhe liru' ini tlw- fdiihit sjeen hv of jewelry 

, sn ii)dJi4im tif th'Dars' ' 10 ' disjv/sdiilc i tn hihioris <ft 

doIUr^ = This tmplirs dut utirrit'vt'r c'liiMiiner iinoifin, by $10 billion, wiles 

nf jc’wvlr^. vn.Tcs Litn Iv rxpivttd t«- by nnliion 
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lh«- jirrs.fnl li'Vt'l of iinil ratf-s. I.vin if this lii|Lrf» Irvri is not 

ttt'birvrd th*’Tt: is irasi>ii Itt hrlirv** that thr iiK^r)iih‘ would not fall to 
ihsasrnmsiv low lrv< K 

l)f*frrM,*<l (tnnaiids for cnnsiimor and jjrodin^fr siill 1 m- I'ri-at 

h<*<'aii.sr of wartnnt' shortaitos anti tlnvso will hr hat. krd up In a snh- 
stantiii) \'oliiint' ttf intln itltial savings and hnsint ss sastniiN nhu h laii 
muWr thnn rtlrttiM* l‘nrtlirrnuvi<\ tnir stn iid hisuranrr svstrnr h\ pro¬ 
viding uurmpitavmrnt insnraiH and old^io^r prnsions, mil ai t as a hrakr 
<»!i drrlinin^ intaunrs. ^^fl.^llv . hnsinrss «ind ti;o\'fninit‘nt a?»‘ lavini:; plans 
for nuuntaniin^ a lii^h lr\rl ot itontMOit' .Kti\ilv aft*/ tl»r war This 
."tnUi;<*sts that a Injsinrss (inn ran fitnirr limits of. saw from lOf) hillion 
dollars to 1 i(t hillion. for [mrpost\s of (alrnlatini; ptnsihilitirs. and nsr its 
<wn it»rr<-asiin^ to fix ihr piohalilr total 

Ktir jrwt*|rrs. tins raiij^r of nit-onir t-aii Ik- translatrtl into thr ctirrc'- 
ftpondiiti!; vttlinnr of sahn on th».‘ lia.sis of tin' n'iatitnislnp shovxai in 
Kxhihit > 

llir conrliiM'.in n that jrWf lrrs will hast yotnl hosinrss m flu' post¬ 
war vrars. ponult'd iiKttinr is niaintanuMl nasonahh nil! 
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COST ANALYSIS 


Tur TKnsi *‘c<tsT” has a vaiiftx of rneaniii^.s. IVrluips tlu‘ best way 
to j^ain an uiuhTStanding ot cast is to consider the nsrs to which 
hnsinessnu-n put cost infoniiation. ()ru‘ t'oncerns the <letemiination 
t)i inconjc AnotluM pertains to control of the firms o|H^rations. dost 
informal ion is also nseinl in pricing. And. iit gox eminent regulation 
of indnstrs, cost seurs as a justification for pricinji and other in¬ 
dustrial piattites. 


sh:am\c (>/• COST 

Incomv !}f termination 

As it heais on ifit^ di tfoininatitm of ilH‘oInf^ cost is a necessary 
basis for rjunn^rous fh't isions macU* hv inanagt^im^nt. Some of these, 
such as decisioiiN on profit sharing, tax payments, and the declara¬ 
tion of (h\ jdends. n K lai Uely on inconn lesnlls of the current [XTiod. 
Otlu'i de( isions, suc h as wai^e increase s anrl plant expansion, are 
based on the suslaiiK‘d results of several accounting periods, (aisls, 
as used in determining imonie, aj)jx*ar as part of the acaninting 
statement of profit and loss. Tlu v an* the aggn^gate of acc (Minting 
charges jx-rtaining t<> a given pcTiod and for the tMiliic operations 
of the firm Some* costs, such as diri’ct lalxir and rnatcTials, offer no 
difficulty of aIlocati<m to the curre nt jx‘ixk 1. Others, sue li as outlays 
on machinery and on research and de\<*loj)rm‘nt. arc* undertaken 
not only with a \iew to present Iwnefits in the current accounting 
ptTifKl but for future In-uefits in .sii})se(|ncnt periods. Tlierc arise.s 
the problem of allcx ation of (he.se exjHmscvs over sev eral time (x.^riods, 
that is, the determination of depreciation and other chargers at¬ 
tributable to given fiscal |xtuk1s "If the accounting period were 
increased from the customary year to a decade, most of xshat is now 
treated us capital expenditure? would Inx-ome chargcafile to income^ 
while if the pt'riod were reduced to a day. much of what is now 
treated as current maintenance would fK.*come capital expc.*nditure/'’‘ 

^ C), Miiy. Imffroit'nu^nt* mi Finaiuial A(a*unt.}t {I>ci.?tuu' <»ri iW C. Ixmr* 

Dxbnvr'n FixiwiiUmn. Craduate SkIwk;! *yf .SdminMtreitKfn. Ilanard IJni- 
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III! the ag^reii^ate (jf charj'es [XTlaiiiinp; to a accooiiling 

p<*ii(Kl are some \st»i( ti are not iiiletichxl to contril)Ute to present 
reventies and f>tliers >»iine parts ol ulikii will contnimte to these 
rev<-nnes. 'Mie extf'tit f)f accounting rec ognition of thc‘se i‘harg<*s in 
any given jHMicid depc'ods the purj^rsc s at liand. Kor tax ealenla- 
tions drpieeiation mas he* c fiarged of( at tiu* in.ixiiinnn peTfnissihle 
rate* in ovdc*i to lednee taxalile- iiK'omt*. Ion geMicnal financial n'port- 
iiig a sloxvc t rate of (te|ir(H:iatu)if nia\ ht a|)pi()priat< . riius, t‘\ <*n in 
the well'dednied area of ineoiiie aetounting. tin* meaning of costs 
tlc'penids soineulial on the iis<*s to whic h llic'V arc* to he* put 

Conlrol 

A dillerent tvpe cost inform.ition is recjuiitnl for purpcjsrs of 
c'cmtrol ol the* (inn s ope rations. Here* the problem is that ol isolating 
the partienliU c cests hc-aring on that segnu nl (d ihi- linn s ojx ralions 
ill uhieh the* c'ontrollt'i s inteiest c cMitc’rs. I his max he a depaitme-nt, 
a pro(«*ss, a product, or oth<‘r cost *‘e<*ntei How to rt‘dnce co^t'' of 
eeatain opc'ratious, whellica* to adopt a im*\v tc*c'hni(juc\ wli.it sale s 
ehannc'ls to use—these" are decisions in which cost inlonnation ot a 
sjM’eilit: sort can 1 h* tisefuh In eh aling witli these issue s, the f(K Us of 
the l>iisinessinan s inleie'st is IrecpienlK the' (e»st of preHlucing or 
selling a f/m7 of prodnet (lost ae'eounling, as distinguisheal from 
nnaneial accounting. <h'\eloj)s cost inforinatinn n laleMi to the* pro¬ 
duction *md ihstnhution ol i at h unit ol pio<hK t. '1 o the- direct costs, 
sne h as lahoi and mate rials, assoc'iated with e’acii unit of prcKlnc t 
are added pioiate'd amcMinls of overhe’ad hunh‘n—lejin senting the 
gi-neral charges for indirect lalw)!. dc-pree iation, taxes. niainte*naiK'e, 
anil such olhe‘r items as are not directlx Itae i’ahlc* to the" unit of 
product This gi\e‘s the* "ac tual’ unit cersts (‘f making and sedling the* 
piexlnct lhme'M*r, siiie'e* a Huctnatieni in the xoluim* i»f production 
weiuld re.'sult in gn*atc‘r or h'ss pt'r ufiit < harge lor ewerhe-ad, a rise 
or full in unit cersts uiuIcm this sc lie-me is not lu c'essarilx attrihutahle 
ten greatcM or le\ss cdlicie'ncw »>! plant maruigemnuit. Iii im|K)und the 
edlect of changing xolnme* of prtHluction on unit c"osts. aevountants 
have dev t.sed v/uric/nrd rew7 sv stems whic h estal)|ish normal or stand¬ 
ard anioimts ot overhead to he c harged against eacli unit of prenl- 
uct. 11 actual production c'xceeds or falls slu»rt of this standard 

^rrsiU'' !i Xpfil ifc' ll. ern', p 4, epu-^tt'et in Ct ('mst 

Hn-'htn tor oftti t’ri.S' ■ \«'\v XiiCietwii Uurr.tM iit r.i.MdunnK li, i , 

p, £V 

- StatuUrvl t<“*t uKo t h,ir|jcs U^r Mu h 
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vohunt', thi* rrsulting (liffrrrnct* at lu;il ami stantiard costs 

is c^arricd dircctlv to a “\ariaiK-c ' aiwuut (which is clost^d jHTiotli- 
callv to the profit anti loss aa-oiiiit ■. But the statidard unit cost re* 
mains micljan^ed By \ariation in output. It constilntes a \ardstick 
b\ \\ hicl» juaria^eincfit measures the intiTiia! elfici«‘iH’v ol [HTlonn- 
ance. 


Vricinu, 

\ third use of cost arudN sis relat(‘s tc» piiciiej;. OloicmsK . tlic* att* 
tosts shnwn nn iIh- statcincut of prnlit and loss .dlor(l little' 
<lirre.t assistance in setting price s ten a tompain s piiulucts. Ihis is 
espociallx true \\lieie nuiuetous lilies and conditions of sale are iii- 
voKed { nit ( osts <|eterTninc-d h\ cost .uconnlants corin’ closer to 
tlu ni.iik. *1 Iniare niatu situations, liossev ei. in \c liic li hiisiru'ssint'n 
ar<' tom <1 to ahaiidon at c^ounlinu costs and to determine prices hv 
othei metliods In m neral. the c'osl information maaled lor prieine 
i> distim tl\ ditlereiit fiom tlnit r<*i|niied for income detiTininalion 
or tni i!ttem«il man.e^emc'nl coiitiol “I utme (osts. not enrrcMit or 

past costs are relevant tor most price* polie\ decisions..Flie hnsi- 

ru^ssinan is interested in tin* costs wliic h u'tll hf inc urrrd, tliose \\ hit h 
In ahead . , . imt those w fiich have alri’acls Been inc urred, those 
to which till linsincss is alreadv <oinmitt»'f| * 1 hese rccjiiireriients 
liave led .»(Iomilants to niodifv formal cost acc oniitirej; information 
in the direction oi delcaminini^ the <nfdition;d or inc rr-mmital costs 
involved in c rrtam pricinii decisions i Bese me thods, while tln-v 
liavc* to (io with the aecMiimtiiea records of the companv, eiiiBodv 
some oi llie conce pts of c iist ernplovc cl In economists, espec iallv the 
maieinal-ccist eoiieept. It is in the field of ccist de termination and 
pric ing lliat **( emomic anaiv sis ean make one* of the peatest < fintiv 
Bntions to Business pr.u tic e. hhe' ec-onornic anaivsis of cost will !)c' 
disenssc'd furthi'r Below. 

CUn rmment Bctiulaiion 

Ftnallv. the growth of eovenimc'nf rej^ulation of industrv has led 
to an incTeased use* of cost inioniiation to justilv prices and rates 

.js ;uk 1 I^p.«rttn»-^ <^{ jV* fn.*| nritt ’ .iri.il/N’ « o'*!'? fr/’.'ii 

VJSiialfs nej^-r !it.en v,.irKeti>Mi ist ’.Mncibf pnMtii/ 

" jut } l.')i .ill, ■'< in.? r^ire *.-ivl'tSii; ai»ti fsiin ^ i'nirfvi/ i*f yforkt tiri^. XIII 

(Id)in.»rv . nOvi ■. p 2T'> 

* •-irj’i F’ Ml \,i«r itufi Hu t«ard S Me ruifi. IW>4)li'rui^ m f cnumtif u 

i \r\\ l-irk.' ■ MfJi C . Iii-'., Hfll 1. p. Hi'T, 
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prcwiitetl t(i rrgulfiton iKKlicvs. Biisiric^s finniJi havt^ alM> fcnmd it 
iH*cwarv and dfsirahle to jiistifv their action on tht* basis of cost 
ijiuler \ lUA. ccwles, niuliT the Fair Trade Acts, and inaler the 
Kohinsond^Urnan A( t. 'I’lic “prei Kse and final a[)]X*ar" of costs as 
soniethine absolute has tended Ui obsenre the subtle fuiu tional re- 
lationslnps of if>st and other variable ,s. Hut “an appeal to costs ( a 
Mippos<*<f|v nnj)rc‘jMdiced pieee of <‘vidt‘iue ) nuiv )re<jueiitly serve 
the useful puipcise of justify iiit* a [>olicv or ai liou/' 

i < i)\o\tii: .wM.rsis oi- rosT 

Arcoiintinf* refiMw llconarnk' ( onrrjits of (’ont 

Knoui^h has been said remirdin^ the uses of cost inforntation to 
indicate that sevc^ral distinc't tt)ne<*pts are insoKed. Tbesc* diflei'« 
eiu es ill point of vit'W are sij^uificaiit in the* cast' of acnaiutauts and 
<*i'orionusts. 

One tfiust r*»eos;iij/e a distiia tioii helsveeie tlw* c(»nee[>ts and conven* 
tions of diuse vv}|ji ('(ifiti ilmte ac tiveK to sut h rnaiia^erial i|(aisi(»ns as 
[iriein^, Cideulalion ol income and tux determination, and tlie intellec tnal 
eofistriiets o| those who attempt t<» desefibr', exjilain or appraise tlie 
|H(X't'Sv and results ol these dr'eisions. partienlarK lor the et onnrnie svs- 
h/in as a whole. The lornu r air* prirnarilv the working rnleN ami habits 
of thought ol the aciomititig profession; the latter art' the attributes of 
fvouonnsls Hetha tmj; these dtlh-reiua's in objectnes. acaiumtine prae- 
tires are inlluenet'd 1)\ tlu‘ aeec'pted rules ol ineome statements and 
bahiiiie sheets, b\' man.igeiial eoiixenienee. and fw the* e.xpi itse ol ae- 
c'Oi.inting iee(»rd.s, W'lu'reas lasmoinii eoncepts ordmarilv yinsuim' rather 
simplified situatiiniN eondi«,is<‘ to logical I'leuanec'.' 

Aca'oiintants are clucllv interested in the liislorical record of ex- 
ptmses which have Ixxmi incurred. I he needs of finuneial amounting 
rt-cpiire that expenses Ih' trcMled in a uniioiin and eunsisteut manner 
from one priod to tlie next. To faeililatt* coniparaliilitx, lH>th for 
diflerent time ju riiKls in the saiiu* I'nterprise and for the same jH'riod 
among different entcTpnses* aceountants liave dexelojK’d cxinxen- 
tious xvbieh attempt to assure similar handling of aecxHinting items. 
Acvountiiints also insist tliat all tlie expenses of a firm lor a gixrn time 
JH'riod Ih' (altered in th(' jirofit and loss statement. MortNiver, only 
tliose I'o.sts wbiefi represent an onttlow of company r(\soiirees identi- 

' 0»ntrn.tiinh rtic* oi, rif, p, 2T. 

•'IhJ. p li 
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fiable in monetary lenns are pro|X’^rlv incliKlal in tlie annpany s 
financial slateuwnt* linputec) charges, such its intciesl on 
capital do not constitute (x)sts (or the acc^ountant Althoud* tlu* con¬ 
text of the forc^oin?; statenicnts is that of financial accxninting* the 
same principli^s are e\ ident in C'ost accounting 

The wmomist. In contrast, is not priinarilx c‘(»iic< rued with liis- 
torical costs, These interest him only as tln^y thn>w li*j[ht on the 
costs which will pn»hal)l\ prevail in the future. Nor dix's he Viecf*s- 
sarih inc lude in his list of exists all those n'c ocTri/etl hy ac’a>uutants, 
I'ulikc lh<‘ aco)nntaiit. h<‘ does not start with a ^i\c'n (juauluin of 
costs whic h is to he di\ uled ariioii^ the units t)f pnulucl prculuced hv 
a firm. Iiistead. he looks on costs as llie resistances to further pro¬ 
duct if >ij. Heal c(ists to the ecfmonhsls are tliose winch must he in¬ 
curred in order lo iict tlic factors t»l picnlucticai ■ suc h as lahor or 
mac liiiM Tc 5 to make a product or to keep a facl<u at its juf scail em- 
ploMUenl as dtstineiiislu'd trom iiuhicine it initialK tf» he'^iu pn*- 
(lucuje rims costs arc relative’ to the c'onditions under which 
production is carried on. In the short jH’riod when jdant and <‘<|nip- 
nicMit and inaiKieernent are availahle hut hap|xm not t<r hc’ fully oc¬ 
cupied, as in an off-se ason lull, the sif»nificant costs of prodncinn may 
Im' oitiv tile additional lahor and materials rerjuiied for l)»e produc^l. 
Or. if the lahor lou-e would in anv c vemt In* letainefl to kcM’p the’ 
or^aiii/atiun intact, lahor. at least up ti> the rt:f|Uircd minimum vvfrrl 
week. ma\ not ix' an economic cost. I he essence of the economist’s 
position is that he is trvinti to divcoM*r those Cfists—and finlv those 
—without whic'li production (or sidling) would not take place. 

C-oirf functions 

In order to find tlie o')st,s relevant to the pnKluctifjn of a given 
output, the ecoiioinist cniplovs certain funetional n lati<mships wine:h 
indicate why and how fxwt.s change. He deals with simplified logical 
mcxlels wfiich c*oncenlrate attention on a limited numlM'i of d«:‘- 
tenninants of ('osts. The chief of the«rt^ are; the rate of utilizatirwi of 
plant and ecjuipmenl. the size of the firm, the* prices of factors (ma¬ 
chines, lalxir, etc.) <‘mployed by the firm in production of output, 
and the technical efficiency of the means of [rnwluction ""niis frame¬ 
work has the advantage of providing chatmeds through which cir¬ 
cumstances afltxting c*osts may lx* ccjncc-ived to How, Logically, 
changes in costs may \)c hroktm down along thc^se lines, so that the 
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m)iu>inisf tati s4‘t up useful lalegoru^s for tht* study of Ixitli the 
Mniref*s and thr <onsei|iNMKrs of ci»st variations ’* 

S//(>/r/ 77 /(At \ A/i/.\ 77 (>\S IS r< )S/' 

Vlariv hiisini ss def isioiis iti\ol\ii»jf cfist relate to the short l(Tm. 
If) di ahn^^ with lliesr issues, htisitiessiiieii ean properlv assuine that 
fiiost of flir eoiK lit ions afff'i tfiiu iifiit costs ai »* fixed. Witliin the 
hounds of a single selling or piodneini^ period it is nnlikelv^ that 
ifinch shill in inateiial pru es or labor lates will he exj>erienet'd. (^er- 
taiiiK . Ml tht shoit temi it is .ip))roptiat<^ to reeavd the tet hnitjut^ ol 
prodoetioi) as lixrd. And thaiii^ts in si/e of plant ean he afctun 
pifshed <»nl\ slovslv. 1 herefoic, the liiisinessinan is eoiteemed pri- 
inariK with tlie eliet t ol one saiiahU^—ratt‘ of prodnction—on )imt 
costs In a pr.u tieal stnist' this interest in a sineh* \ariahle is well 
taken it is In far the nmst nsital sonrei* <»t t hanec* in eosts 

fixed and Variuhlc C-onts 

in th«' short term the costs of a hnsin<*ss tonipans tan he divided 
iiitf) tvvo t laNsdu atjons. those whu h rmiain the same in total amount 
in tht' face ol < han^cs ni the voImmk' ol output and those w hich do 
n(»t In llu' fornu‘r classilit ation fall sot h itt*ins as iht* dt^prec iation 
on hnildin^s whit4i the (inn ottaipies. taves ami insnranc‘<‘ t>n tlu-se 
hniUlmns. and the rniniinuin ainoniit td maintenance t*\pense w hk h 
is nei'essarv to keep them from deterioratmii Minhinerv noMn*ilK 
outlasts a single acunmtine peritul, .mil its lift' mav not he i^reatK 
atlet lct! 1>\ \hoil It nn Hm tnations in production, Cnder lliese con 
tiitions <h'prct'it)tioi) on maehincrv alsf) \\t>nh! I>e classifict! as a fixed 
o>st, .\iul this would he true in tht' eeonofuie sense. evt'U thoujih 
at eouiititje (tinvenienet' indieatetl tlepiecialion tt) he assoeiate<h tni 
a prtHluetion basis, with each unit of output. On tht* otht r hand, if 
matdtintTv vveu» iu>l ow in^l hv the him but were leasetl. sav, from 
the l iiitetl Shoe Maehinerv (,‘orporation on a v ariahh* rt*ntal hasted 
on volume id produetiou,. this wouhl In* a \arialilt‘ eost. Direct lalnir 
autl materials art' usually variable costs.' 

I'Ircsc distihi'timis hedween fixed and variable eosts art' not diffi¬ 
cult to make in tht* lar<^e. and tlu'v havt‘ iinmeriiate practical im- 

‘ thill \ ' 

‘■ 'ttii. ' t\\«?V ,tv.A ufv T*.\,anr Wur Vnvvi.vi l\w' Umr 

u\sv>\\tv\. v.i, u AT<' \ And tesvi) ,vri' fwed, 
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portancr for l)iisinessnicn e\ rn in this sorm^whut irnprrcist* form. If 
a railrOiicL for example, plans t(' nir» a skiing excursion Irain lo the 
mountains on Sunday, tlie I'fKts which arc* rc'lt*\ant to the dcTision 
are re<‘Ogni/e<l as Ikmu^ less than the average of all passenger costs, 
including full, prorated overhead. And snch cost knowledge, nun- 
billed with (‘Stinuiles of dc'nunid, may influt ikc' the railroad to scM 
e.\t‘ursion ratt*s lower than those for regular trav el 

rhe c conotnist. how(‘vt r. wishes to redm i- tbc'Si* relalionshi|vs to 
precise statement. Ih‘ stacks exact nnderstarulirtg of how clianges in 
the rate* of utilization of fixc‘d plant iiiHnetice unit cost, This leads 
him to lornmlatc' tin* sliort-term cost lumiion whn h is constructed 
ni» tlie assumption'-nstial iti criniomic* analvsis--that all otlnu 
tliings remain t!ie same ITnis In* assumes that, as \o|imie of output 
iv varied, (In' jilant rcmaijjs tin* same, the same tc*clmoltigv is still 
t iaploved. tin* prices (tf input fiutcms reuiam mu Inuigc cl. nn*thods of 
distiibutnm aif^ ifnalt<'i<‘<l (‘ti- Dhs allows him isolate the func- 
ticm.il reliitionships Intwem iiist and volume of output ('iianges 
iji eosi, in the a ojnnmst s model, aie (liie< tiv attiibntahle to ('hangrs 
in outpiil. 
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The Family of Cant Curvea 

Hxecl and variahlc costs can bt‘ presented hy three methods of 
statement for eacdi vtdmiie of output: as totals, as averages, and as 
marginal finantities. A liypotlietic al example showing total and av¬ 
erage fixed firsts, total and a\ eiage variahle (‘osts. totals and averages 
of all costs and marginal costs is presented in Kxliihit 1 for a small 
factors with a range of daily ontpnt frmn one to twenty units. No 
explanation si/eins iefjnir<*d for total and average costs. Marginal 
cost is the additional eost of piodncirig a tf>tal ontpnt greater l)v one 
unit than that laang eurreiitly produced. Necessarily, lh<‘ marginal 
stat(*nieiit of (‘osts is l>ased on com|aifisons of the snccessivx; totals 
of all costs or. inort* spec ificallv. on that part of all i:osts represtmted 
hv total \ariahle costs. It can he ncMed in Exhibit 1 that marginal 
ctvsts of column H can Ik* derived from either c'ohinin () (»r column 4. 
Fotal fixed c^osls (»f cohunn 1. In'ing niK'hanged tor all \olnmes c>f 
output, have no <'(lect on marginal cosl.s. Ivvljihil 2 preM^nts the 
tahniar data of Exhihit I in graphic form, As in all graphics of this 
sort. <'Otitiniious variation, ratln^r than disc n tc ol)s('rvations such a.s 
are shown ii) th«^ table of Exliibit K is :issnmed.‘' 

Sha^H* of the Short-Term Ai erfige f ’o»# f jirre 

Inspection of Exhibit 2 irulicates that the average total cost |X‘r 
unit (.VT( '( ‘) at first declines as output is ex|>aiKlcd and then, after 
reaching a niimmmn point, begins to rise 'I'he initial decrease in 
costs IS explaint'd partK in terms of “sprt^ading tlie os erluMil"—note 
the decline ol average fix(‘d costs {Alt ')—and partly bv greater 
etficieni N in use of sariable factors. 'I'he latter is shown 1>\ a decrease 
in average variable cost (A\'('' and repn^seiits a niort‘ favorable 
rfdationslhp bt‘t\vt‘en fixed and \aiiahlf' factors. ( E.g,, a few’ men 
opt'rating a larg<' plant constitute an inefficient labor force; increitse 
the nmnl»er of workers, and each man produces more units of prcxl- 
lief.) As |>rrHhiction expanils, how’evei, the rate of decline of aserage 
fixer! ' ^ is less than in the earlv stages. Also, mounting 

ineiru iiMu’ics in the use* of s ariable factors can.se the avt*rage vari- 
able-cost cnrxf ^ AV't ' } to turn np. ( E.g., additional workers, as out¬ 
put expands, max get in one aiiotheEs way, preveuting a propfir- 

I,*.'* thr fiavlrr ass.iinH' Uw»f nt o>lnmn 1 \n Kuhthtt \ in miUioivi 

af ttnUs. Thru nnnnt^ tmr uml of i5ut|Tnr im ihr honxmital 

fsiluhit ? in which for this purjiuse cAn 

he cjifura l>> ten at*cini4U. 
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DAILY AVKKAOK F!XKr> CYW, AVLKA<;K V\KlABr*K CWI. AVLUAGK 
TOTAL IMT COrr, AND MAlUilNAl. FOH SMALL FACTOH^ 
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titmal rxjKiiision of prcKloci, ‘ rAtTitnaHy ihr upward triKlfOcy of 
A\T' ovcrcomrs th<' downward Iwarhiu of and avrra^r total 

cost j>cr unit (ATl^C) incrrsisc^s. TIk* U sliajn* of tin* avrrajj:i‘ total 
unit cost ctini' is canst d basically by \ aiiatioii in the pr(»}>ortions in 
which fixed and sariable factors are used, Nec f'ssarilv. the shapes 
of short-tcTTn total and marginal curves also reflec t th< se stages of 
increasing and decreasing efficienrs. 

’’Tlii?* »* mi nf ihr phvAi-'.iJ Lw i rHoffW, 

which can W sla!r<i as fftlh ws: Sf 1o a fixi't! (iiuuhn ot a pftduchv* h'Kto'f m»> 
cesvive i)l a vaitahU* fact^T arc aihlcd, thr rcsuitnig imr^nmnU of irntput 

\%ill at first imrciLUi in amount and. alt<'r attainme, a rDaxirnuin, will gradiMlK* 
decTcaM*. 


ir>i HI SI NESS ECONOMICS 

III rxpositifiM it is cDTiveiiit'nt to make iIk^ average-cost 

curve <hstinct)v bow«*d or U-J^Kapf'd. Actually, thf^e is great diversity 
in the sliaiws uf firms* average-cost curves. Some are almost flat and 
liori/otital Ini most of their length. Witli curves of this sort, outputs 
of (iifh'rinvi si/e are proflueecl at verv little difft^n uce in unit ct>st. 
Other <’ost curves are V*shaiH‘fl, with onlv a small range of practical 
production near minmiujii cost. The prf^eise shape of the firm’s cs>st 
curve depends on ( I ) the relative iiiiportaiHe of fixed and variahli- 
costs and (2 ) the conditions of pniduction wliich govcTii the varia- 
hli*-co.st curve. With regaril to the former, ulaat fixed cost is a large 
share of total cost, the declint* of average' fixed costs luav cause a 
decline in avcaage total costs ovf*r a widi* langc/ of povsihh* iiroilnc- 
tioii. I he sliape of tlie average variahlt*-cost c urve* is de^tennine'd hv 
.several conelitioiis of prndiicti(»n. iru liiding the relative flt*xil>ilit\ 
of t(H'lmi( al [iroeesses in the* plant. Seiine mac liine's, lor i‘\amjde, aie* 
rh'sigia'd leir eine—and oiilv eun*—worker Similiirlv. the elivisi!)ilit\ 
of preKlne tion fac tevrs als«> affects the c'ost eaiive*, 11 inoti* inae hiiif’s 
of similar de'sign c an he* eanplovc'd as output «'\pands, the* additional 
product mav he got at no advance' in cost. ()n tin* other hand a con- 
tiniious-pKKf'ss pajH t milt iimst fie tun as *i whole or not at all. An 
other ( fuiditiou affec ting the slcapc* e>f the' v ariald»*'i i>st cauvc’ is tfu* 
capacity to nse tin* plant onlv a.s nmc h as maided to produce a given 
oeitpiU. Some phints can c urtail and start np <»pt rations more* e asilv 
tlian others. Senne plants, also, e «in varv prodiK tioic as <lo e oal mines, 
hv working more* or less davN per nn»ntl» Industrial I’ompanies fre- 
rpientlv control the ainomil of production hv varving tin* miinfier 
of shifts. 

77i€* Short-Ti^nn (.tint function in Accountini* f'wige 

Ifn* husine sstnan relies i>n aiv'onnting records for cost informa¬ 
tion. Init, as lias hc*en suggested, tin* purpose's for w hich these rec¬ 
ords are kc*pt an* not usuallv those* of sliovving tVie effect t)f varia¬ 
tions in volniiK’ of ontpiil on unit costs. In c'omputing standard costs, 
for example, the effort is to define* a normal unit cost nnalTec'ted hv 
variations in veilume of production. Even here. Inmeve r, tlicre is an 
aw-areuess that unit costs vary with volume, for the cH»\t accountant 
tries to .select standard unit costs w Inch occupy the middle of the 
range of variation In the vMse some other acxxmiiting devkvs. 
suc*fi as hrf*ak-even t'harts. recognition of fixed and variable t*osls is 
more explicit Assuming no change in unit revenue, the break-even 
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chart shows the 0 !> pn^fits of spriMcIing the in erlw'atl Kh»xil>le 

Imdgets are similar to hreak-e\en charts, except that the\’ deal only 
with tmts; they estiiniiU* the U‘vel to w'hic'h total costs will rise at 
various projected volumes of activity. Ini*i<*iuenlal ctistine aiul the 
i'akailation of iiiai^inal hahuuvs usstKiatr specific costs with addi¬ 
tional units ol outptit. Ju (liese aecmintin^ technujmvs there is tlie 
attempt to deal, more or less directly, v\ itij the short-term cost func¬ 
tion. 

It must Ix’ rec<»uni/<xl that, in accountin;^ usa!j;i', fixed and vari- 
ahl<* tajst cannot In- so ri«j;idK defint'd as in t toiuanic tlieorv. Nfu es- 
sarily. some ol tlu* so-calltxl “fixed ’ costs are, m actual i^r.ittice, 
somewhat variable. Maiiacemenl mav trt*at certain costs, such as 
research and e.xt'cutive salaries, as fixed, despitr variations in onljnit 
of, sav. M) pel cent. Hut lf‘t sales volume chance 50 per ctait, and 
thcs«' costs also vvoulil ;uljusted. Similarlv. somt^ “v ariable ' costs 
are sm b onlv luranse ai management s dec isicxi It mav lx‘ the 
polit v to varv certain direct lab<.»r costs w itli volume of output. Hut, 
if (xders <hx*liiie, maiiaennent rnav detade to rf*taiu workr is m th(‘ 
sl,u k period lathrr than pe rmit the ortiani/alion U) disintegrate* So- 
called variable' costs are. tberelove', fixeel at sexnc ]>oints in the 
ramjfc An awaiemess (if these* di1fere‘iui*s in ae r eamtim; and ece)ne»mic 
usai^t* will av<»id confusion m the stiidv of shoit term cost v^inalions, 

/ /O. V \ I\ ( osr 

Some })nsiness de cisions call for the caleulation of costs which 
art- like b to be evp<*ric'n<cd in tlx' loma run In makinjj iuv<‘stments 
in inachim:*ry. foi evamiile. lb«* businesMuan eonsiehrs the- costs 
which ht' will encomiter over the' r>j>tTatiie.: life- eif this eepupmeMitf 
which mav extend for five or te n velars into the* futiiie*. Invcslnu-uts 
in basic plant push llic time- bori/e.m of the busines.sinan <*vcn further 
away. 

What arc the diffiTcnces between tlx* sliort- and lon^-nm cerst 
functions'^ Hoth involve tlic* rc*latie>ri.sliip bel\v(*e*n cost and oiitjmt. 
And in both instances the economist assumes that eitlicr cemditiems— 
such as the nature e.>f the j)roduct. tlie prices of input factors, and 
technologic mc*th(Mls—remain imchangcxL Ihc chied distinctiem i.s 
that in shor1-tem> cost calculations the* jHuiod is m) brief that plant 
and exjuipment c annol lx* Tiiodified { i.e.. adclcxl to or worn out l; the\v 
are fixed cx>sts, X'ariations in cost, therefene, are principally attributa- 
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hk to variations in th<* iat<» of usv of fixed plant and equipment. As 
the jxuifKl for businevs calc ulations iv extended* more and more 
rnmlifications are |>f»s.sil)Ie in lixed plant. If it appears, for exainjde* 
that an advaiui^ in sales is likely tii l>e sustained, muna^ement in¬ 
vests in new* r and larxi r machinery, whit h may hns er cost. I'lti- 
inalelv. wlu*n lli«‘ time ranj'e of calculations is still furtluT extended, 
it lucttines possilile lo adjust all fac tors of plant and ecjiiipment to 
th*‘ riu*st adNantam fins si/4\ In ellect, all cnsts are variabl**. The 
lorijLi rnn. thf’ielort', is to he defined fimc.tionallv rath<*r than in terms 
fif an\ f ertain iinmlier oi sears: it is a |H'riod wliieli is siiHici*'ntl\ 
lonji 3 ; to permit tin* adjnstnient of all factfirs in tii(‘ most iaMirahh' 
eomliinalion lor the ptfidnction of any given oiilpnt. 

iVie C jiri e 

In thf* short term an increase in demand lor tln^ prodm t is met h\ 
mor*' intensive iitili/ation ol IimmI plant 1'liis is a<t.uinplis}ied hv tht' 
application of more varialile laetors, such as the ernployihf‘nt of 
m<ut‘ wfirkers uiul the use of more matcTials. (fiaphicalK. output 
expands hv movement along the* short-run ( ost < uiv e. SliAi ,, in Kx- 
hihil V When output has exjiandcfl to (>.\/, it hi’( onit\s c\ id<*nl that 
more iiivfvstnieut in fixed plant will reduce costs. Acf’oidinglv, the 
huger plant is 1>uilt ami th«* new cuinc, uith gKMter fixed exists i lint 
tiivver unit costs : is II demand couliums to imieasr. man- 

ageriu^tit expamis output fnithf'r, until, at (K\, more iuNestinent in 


f ttiit’ir 
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plant seems advisable. With the new short-run (Wt eurv^'c, S7iAf^,. 
unit awts reach a lun^-tinR* minimum at OH. If amtimicil increases 
in demand lead tn still more investment in pLint. the* expandetl nut- 
pnt may 1 k^ available onlv at hij;!^’! unit losts of But ev'cn 

with increasing cfists it may lie worth while to expaml output, How¬ 
ever, at (^T it beemnes eviiliMil that bn (her output is more clieaplv 
Ufiitten through still larj^er irivestmeiit witli plant curve SHA(\, ’I'he 
solid lines of tla^ sn(a essi\e slant run cost curv es of Kxhibit indi- 
<-aU‘ the path of movement of etists as mainn^ement expands ( or 
contracts < output in a ‘^iveii plaiit ;nul as it shifts from out* |)lant to 
that of next laf^ta i or smaller si/.c. 1 ht^ dotted lines indieatt* w*hat 
short run msts wonhl be in each si/e of plant if nt) sliill were made 
to a plant of niore fa\v>ral)lc si/e. I he vv av \ si»li(l lim* is sometimes 
calh'd a ‘pl.innifi" curse’ because it rc'prcsenis ( osls for oiiljiuts c»f 
diflcucMit si/i- when adjustnaaits havi' becat rnadf ir* investmcuit and 
jalc of plarU ust' ajJpropriati' to the si/t of outpiit 

If it we re tcc'lumalK |iossiblc*, adjustmeuts in plant vscmlcl be 
made* so that each si/c‘ (‘f output would bc^ product'd in a jrlant of 
(lu si/i‘ most adsaiita^eous for that oulj>nl In formal economic 
ihcorv an infinite ran^(‘ of plant si/e is available. ntakii>n possible 
continuous adjustnu nt of plant to output InsttMcl of the vs aw solid 
line of Exhibit 1. vse have'lln‘sm(»oth c urs«' I’!\hil>it 1. I'he 

lon^-riin a\eiaiie“C'<.»st curse lepicscnts tht' continuous iidjustirnnit 
of short-tcMiii plant curvs'S. sueii as S/bAf . and S/bAf. i and an in- 

r.xhihil 4 
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finiU* tjiifiilMrr of otficr sliort-trnn curves;, to variations in ontpnl, 
(’urvr LHA(’ is fauiftnt to each short-nm curve, and it touches onlv 
ojM* of th<’sr. SHACj at ifie jxant of Iow<'st sluni-tcrni costs. It is 
tanf^ent iHH ansc. with iiifinitf'sifnallv small adjnstnii'uts in plant si/c 
|K)ssil>lc f and this is what f‘Ciinciniu; theory assumes), it is always 
advanta'^cons, in tin* slam* (It t rcnAUtu hm^-nm cf)sts. to umlcr- 
utilt/(^ a lar plant than to operate a smaller plant at lYs tninimnin 
eeist In tin* slam* oi iurmisinff 1<mi!l; mn covts it is more ad\ antii^eoiis 
to overnlili/t* a smallei pLint than to ojM'iute a larm'i one at lY.s 
minimum (list <)nl\ at its Uivvest point does the loie^ inn eost cuive 
touch tiu* ininimnm jioint of a sh(irt*nm curve. 

i[!ronomir/i and OweronomiV*# of Scale 

rfre U'shaj^e of tlie short ti-nn ctisl c iir\e was oxplained in tt'nns 
oi moir* and lr>ss lavoralde rates oi uttli/ation ol fixed plant In loni4' 
run adjnstrnerits there is also soiik' chanm' io the rate ol use of fised 
[ilant .IS (Mitpul \4iries. Ihil tins clianm* eo ordinated v\ith a moie 
nn|>ortant ehanm' in plant si/r*. It is a matter oi ( ommon ohservation 
that plants of the smallest si/c have hi^lu i ( osts than tliosc of somt - 
what laiaier si/e. Hedmtieins in unit cost are e\peiienc«Ml throiii^h 
expansion in the si/e oi plant Alter a certain point. Iiowr'vt i. thesi' 
I'conomies are exhausted and hitcher costs st*t in, '1‘hus the* lonu;-rim 
cost cinve, like that foi the short run, lias .t U shapr’. but for somc*- 
w li.it difi <‘ient reasons. 

I In* usual (*\p)analinn advain'c'd for tliis pln nomenon is that, in 
the raih stam*^ of expansion, plants of lari^ei \\/c < njov advaiitaee^i 
ill sjM‘^iali/ation oi labor, in tin* use of impiovt'd Ic'cbnirjues of pro- 
rlnctif)n. in finance, and in mass distribution ol the product, l'’vt‘ntu- 
allv . expansion of mitpiit blinds no iurlln r leduction in costs frmii 
th<‘se s(nji'it*s lusttad, disc’c oiunnU's of scalo lM*ein to ap|>ear- l.armT 
si/t' c'ieates problems in v o-ordiiiation of <»pt'raticnis; formal rules are 
substituted for individual judmnenl; fnireaucratic red tape leads to 
increases in cost I he stam s of dc’creasini; and increasint; lone-nin 
t ost (or ibe firm n arv jjjreatlv from iiulusti\ l<r industrv. In srnne in- 
dustiu*s the econotuies o( si/«' are siuh as to lead t«> one or a few 
firms dominatin*^ the fielil, Sut li resnlls jM>se questions of individual 
companv |>o]icv ami <>f public |'K)1icv Tbesi' will b<' trt'ated in latt r 
parts of this volume. 

Hasicallv, tlie U-shapt' cvf the firm's !onii-run cost cuiao is at- 
tribntafde. as in tlie c ast* of the sliortdenn curve, to variations in the 
projMMtions in wliicli prtHluction factors are eniploved. The condi* 



COST ANAI.VS1S 


159 


tions under whicli tliese variations <x'cur difft^r, however, in the two 
casef>. In the short tenn it was the fjxitv of plant and et]nipnient 
whidi was priniarilv resi>onsiMf* for the' U sliajxxl curve. In the It>ng 
run the indivisilnlitv of factors in ct^rlairi N|WH'ific forms lf*ads to 
variation in unit costs vsatli variatt4)n in emtptil Kt)r example a pnver 
shovel is more icml tlian ;m e<pii\:ih*nt numlM*i ot hand shovfds. 
hut the small conlrat tor cannot use (ne -tmth or one-fvvtnitieth of 
a power sliovel In tlie stai^e ol iniTcasina the proldem is 

esscntiallv one ol iiuliv isihilitv ol the la< inaiiaeem*’nf 

Size of Plant rersusi Size of I inn 

rile ieas<»ni!e.» ol e< (aioniic theois ahout the lont,V*nT) cost (‘iirve 
nms larcelv in t)j [)lant si/e. .\ plant has l>^ er^ (h lincfl as "an 

int* v;ration of \ tUious (i\rd hn tors of jitofltn /ion. tv picalK inachiiies, 
hiiildiTni prtKhn lJon la\o\it, orv^.ini/atioii r\( rius is a It'cliolop- 
cal co!iC‘ept. A firm, on iIh* fithei hand. iiK.Imh s itkm#' than a single 
economic ojicratii>n. sue h as is emmoted In (lie trim "plant ' A nian- 
rihn tunne lirim tor exaniph'. rnav also coiiduc t marketing opeiatirms, 
thon^lii this is not essential. '.f'ht M' is no necc'ssarv riMson \\h\ the 
optuiial si/e { i.e., that at wlileh unit eost.s are a inininium ) of the 
marketing unit should (nincide with the iiplimal sj/e ol the prodno 
inn unit A iMisinessman must hiilanie the two so as to achieve' the 
lowest iK't costs of pi(H,lm'i!>e attil maiketin ‘4 Management must like¬ 
wise C'onsicler other aspects ol operation, such as finaix inc, in seek¬ 
ing tlu* most advantaeeons si/c ol firm, f )nc anthoritv has sui;^i‘sled 
that th<‘r<‘ ar«' fiva* major c lassific ati<ms (»l c ost inHnen<.»'s t(» c onsirln ; 
technical, iiianaoerial. linajicial, niaiki tinji, and those h^ arin^ on 
tlie ahilitv to withstand risk and Muctn.itions in resennc’. 

rhe concf']>t of si/e. morf*o\ ei . has scneral citin»-iisions \V f> can 
.spc'iik of size a.s i:apatih al tht- .same le\el operations 'I'liis i.s 
tailed "scale" and is rneasuTetl "hoii/ontalK Another dimension of 
size is nu'asurt'd ' vcrticalh and represcMits the nmnlx-r of sta;^es 
ihroueh whitli pnKhit lion is eairied. d’liis t an Im* tdlled "th'ptli" 
Adt'tjuate treatment of the eflcct of si/c^ on mst must tlistin^iiish not 
t»niv iH'tw’ccn plant and firm hut hetsveen scale ant! depth. It is 

Bfdta! t.iu' in<]r^ ssa<!iiO nt 

'" (I ! fi rri< r Kt SI arch, -ip. nf., n idifinl 

*' St'irif rcvnvpanif'^. <nu h a^- ^ nl 

littK tioriik lu othrr i.viltr-ft "xidtsrvc ' T't>r ruiU is .i jijiwtuf n« •?» 

ist. SiidiWty, fin.iJKint* fiuKtiom cidrCutril hy Mitm- noTi-i to Np-ii »a.li/riJ 

KinktTf "fal ters.’* 

F. A. C. Rohinsori. Th^ Stna turr of Comfu'titn f ln{!u4:try - \i'H’ Vort;. Har- 
tTuiri., Br;u<' h O;., p. 18. 
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proliablf*. for example, that in some industries priKluction costs will 
l>f' primarily alfected by the scalr of plants. In oU)ers the degree of 
vertical intr^ration anuing firms may l>t* tlie most iin^^jrtaiit factor. 

Si/e, as it rf'lates to tlur range' of gtKxls prcKluced and marketed, is 
also significant. In this coimectiori the distinction Ixttween plant and 
firm is criticul. Many firms find it advantageous to iuelude in their 
marketing operatitjiis gCKwls which tht‘y df> not thi’iiiselvcs j>roduce. 

Si/e can also be measured in tenns of the geographic spr<*ad of 
[)lants, .Migration of industry, under the influence of \arying prkxrs 
of in()nt factors (e g., lo\v-c*osl lalx>r in tlie South i or market orienta¬ 
tion, plays a j)art in determining costs of competing firms. C’hangcs 
in trans[>ortation rates may liave a major effect on production and 
marketing costs. Multiplaiit firms, particularK where tluTC is get>- 
graphic distribution of plants, meet these changes more or less suc¬ 
cessfully tlian do single pr(Hliicing units. 

V ariations in tlie si/e of firm which involvt* changes in several <»f 
the alwne factors iire ttxi <omplf‘\ to indicate with anv claritv what 
forces arc realls resjMmsilde for rhang<*s in cost. It is probahlv for 
this reastm that economic tlieorv has limited ifu- concept of the long- 
run cost cm VC’ to change’s in st ale of plant. 

Flexihiliiy in Plant Siu^ 

Finding the rc’lationship hc'tvvcen si/c* of plant and I'osts is com¬ 
plicated l)v the fact that munv plants are cliaiacteii/.cd hv “huill-in 
Hexihilitv"; that is, thev are constructed so as to he rea.sonahlv 
efficient ovn .i wide range m volume of output. Flexiliilitv is necessi¬ 
tated hv till’ experience* of many companies with unavoidable fluctu¬ 
ations in output Thus a retail fexx! store almost c'ertainlv finds busi¬ 
ness on Fridav and Saturday greater than on other davs (»f the wwk. 
And. de.spitc* efforts to attract off-season trade, manv re tail establish¬ 
ments find that December brings jX’ak volume, while February and 
|ul\ are dull months. Manufacturing companies also find it nt*C'essary 
to handle wide fluctuations in output. One of the usual niethcKls of 
obtaining tlic’ desired flexihilitv of plant is to use many small ina- 
chiiies instead of a smaller numln'r of large machines. Under these 
circumstances i'osts arc little affected by shifts in volmnc. It should 
\w }X)inted out, howi ver. that this is a delilxTate avoidance of the 
most eflieient ( omhination of faetois," Other iisfX'Cts of flexibility 

I Vi i'Luk "A pliint uiU oUm rndVa? iU (hfiAtiKM, or 

wKaI tw*t, tVtAo cvoiiimticwit s>*c. f«»r Nake M tht* Brxibitjtv that 

witti KwinU'rs*' v SftiiitrM in the Eciffuymia oj Overhead Cutis Uni- 

vprsatv ul rhjv.igo IVcilv, p. llTli. 
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lead businessmen to build plants which can he rapidly expanded to 
acconimotlate long-run shifts in demand. Thus a plant may lx* capa¬ 
ble of bt'ifig reduced in scale with the onset of a de|)ie.ssion; this 
gives it an ob\ioiis conifH*titi\e advantage. Still another aspect of 
flexibility concerns the easy shift to different prcxlncts from the one 
for which tin* plant was onginally ilesignc‘d. An example of inflexi- 
}>ility of |>Iant in this conin-ction is that of tlie Ford Motor f .biiipanv 
at the time when it w as pr(»dnc'ing the* Nhulel T Several months of 
production time were lost in retooling for nevs^ models.'^ 

Measurement of the iU^laiionship In^tween Cont and Sizt' of Plant 

The major diflitailts in arriving at an tinderstaiKling of the 
tionship between cost and si/e is the presenc“e\ in practieallv all 
bnsiiH Ss situations, of niaio sariables other than those affecting this 
singK‘ ndationsliip FM*n after it lias Iwa n dettTniined tf> eoncenlrate 
on the |»nd>leni of the sc ale of plant, as distinguished from the oth«*r 
efinsideiations discussed abo\ there remain iiiaiiN in(de\ant forces 
at vvfirk Hecended plant ('osts ait‘ alfr*cted bN \aiiati(a»s, not onlv in 
scale, but in the fcdlouing; i I ‘ rate cd use of fixed plant, i'2 > pi ices 
j)aid for input faetors; « > ’ state of the arts; ( I 5 managerial skill. (5) 
accounting valuations and [H(»c*'dnres; ; (i) locational advantage's; 
and (7) cliaracteM of j>ro(lncts. It has been noteel prev inuslv that 
change's in scale also involve co-rmlinati* changes in rate of use of 
plant. The other factors listed, although aetnallv v ariahli* in most 
business situations an' assumed constant in the long-run cost c'urvc 
of c-ccmoinic theory. 

Several tcahnicpies for (comparison of plant si/i' have been used. 
Tracing the eflec ts on c‘ost of the grow th of a single plant ov c*i time, 
comparisons of actual costs of plants of difliMrrit si/e o])ei:ited }>v tlu^ 
same ccanpanv. comparison of actual costs of plants (opwTated by 
diif»*reMt comjuanies ' during the’ same pe riod, and (engineering esti¬ 
mates for plants of different si/t?—these* have all Iw'en emploved in 
determining the ndationship of t'osts to si//’. " 

Llh'LCTS Df CtIA\Ct:S IS T/ r.//VOU^CV r>.v COST 

In an cfarlier section w’e considered tiu' efbx'l on c^ost of changes 
in the rale of iitili/atioii of fix<*d plant and erjiiipment. 'rhere were 
also presented the loiig-rxm effects on c^rst as size of plant w'as ad- 

Crtriferrfrnt c on Pri<^' <»;i. rf/,, p. 22.S. 
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t(i variutidns in output. In Both in.stiUK.H‘s it was assiimt'd that 
other factors, such as let hmcvil inctlMKls aiul prices of input factors, 
rcinanicd constant. No sonrct‘ of cliarii|;r in unit costs, however, is 
more si^nificarlt than ininjvalion in pOKluction methods. Tcchno- 
loj»ic i'fianec lias Been sa fretjiiiTitly associatcnl with redtiction in 
ct)sts that it has Bccoinc a svmBol <»f progress. 

Meaninfi of Technologic C'hanf^e 

As in the othei lelationships whic h fie f^nplov s to explain cfianers 
in unit <»tsl. the cHonomist, in speakiii*.^ of lcchnolf»gi( t harigc*, Ims 
a \erv pr<‘cis** concept in rnitid I’he CoidiTcncc on I’ricc Hest an h 
of the National Bureau of Economic liescarcli has ilchncd tt‘chnical 
change as any changt* in input-ontpiit ndations which is not to h<‘ 
attnliutcd to clianges in factor prices or \ariations in the rate oi 
scale of production oi the enterpiiM‘ in (|nes(ion. lechnnlomc 
change or innos ation, in this usage’, is the resiilnal cause ol ch.ingc in 
unit (ost. Spccificallv, ' ‘an\ change in m[)nt'OUtjuit’ iclations is in 
tended tocovei variations to tiiu<mn( of ont[)ut, in tin* roitihiiujtit>n ol 
factoi.s cmplosed, or in tlie (fualitt/ ot input I jctors oi product under 
conditions ol giscai plant An iiinos.ition ina\ arise Iroin a ( hangc in 
tlu’cffccliNcness ol a single lactoi o) from the was in Nvliith \arious 
factens arc comliiiied ’ 

The concepi ontlinc’d aBose must be diflerentialc’d Irom mere 
mechani/.ation ol pnxlnction, whuh is onlv oiu* fotin ol ler hnologic 
change, In the economic sense a shift in production nu'thods which 
i-earranges tasks and operations l>ut which diw’s not intriKlncc new 
machinerv would also Ih' c alli’d a teclm(»logic change. iTie con¬ 
cept should also l>e distingiiishc’d from invention whiclr iiKlieatcs 
onl\ the pos.vi/n7i7i/ of change. An invention niu.st l»e apjilieil in 
production to Invome a technologic change. SimilaiB , it is ev ident 
thill inn<nations ilo not lu iessarilv iinolvf’ patents, manv innova¬ 
tions are o|>eratmg improvements essenliallv nonpatentalde in na¬ 
ture. 

TeiJmologic changes havt* often Been designated as “labor-saving” 
d<’\ iees. Simiku l\. otliers are iilentified ;*s “capital-sav uig” innova¬ 
tions, but this diNtiiu'tion is not significant for the present discussion. 
Manv tec hnk;d improvements involve no suhstiliition of capital for 
or vice versa, but (’ousist in the replacement of one grade of 

thut . p M I 
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capital wlh another, etc. Also, an innovation iiitnKhiced at one jxiint 
in the economy may displace lalwr or capital inimetliatelv. but the 
ultimate results, as to its lalKir-savitii^ or capital-sin iiijL; ellects, are 
iM»t known until the impact on the total ecoiumiv is observed. Thus 
tluTC is no reason in what follows to coniine onr attt'nlion to techni¬ 
cal chanties which appai to be clearlv laUir-saviiu; (or. contrari¬ 
wise*. t(» those that are c apital-.savine). 

Typt^H of Tcchnolo^if Chatifie 

( hanties in teclinolojis have* b(‘en de fined abtivt* in terms of eco¬ 
nomic effect on t usts. It is also jxissiblc to t lassifv lechnu al < hanjies 
iu eoidinii to their pli\ sit‘al ii.itim*, K\en tins approai h. Im)wcv<t. is 
diflicnit becanst oi (lu* interdejKMidence ol the various tvjx s of in- 
iKuations As an (Aam[>h\ certain chemical pioct*sses winch have 
UTe.ttlv r<'rh!ec‘d iab(»r costs could not havt‘ ])een introducc‘d without 
tin* prior (lev ekipnu-nt of new materials snc h as alltiv steeds. Despite* 
this <*v rrla|). it is conv c'nient lotlesrrilx tt cdmk al chanties imdcT tlie 
follovsniii hc*adint;s: (1 ) povvt‘i and eiicMilv development; '2) ma¬ 
terials ! 'J / processes i iiu/luditui inultiple-lmu tion ma<iun<*r\ ?; ( D 
indiv idual simj;lc-(unc tion mac liiiuTV: and (5- inanaueinent mt‘th- 
ods. 

As nt*vv sourc e's of p<»wer have become c'C'Ononui allv available, 
tluTc- have- Ik'cmi markc'd shills frofu (‘oal to hud oil. natural 'iias. and 
hvcinudectric power In 1920. ioi c vample, the avera'ie numbf r of 
[Kumcis of eoal used hv freight locomotives per tlioiisand eioss ton- 
miles was 172 bv 19‘>S this had fallen to llo, cu h\ Jo.I per cent. 
Thf* use of nevvf>r sonrc t-s of eucTiiv has also led to the introduction 
of more efficient, modern t\])es of e(|nipmc‘n!. many cif which arc? 
(dectricallv opiTatc cl. Industrial use of atomic c’ueicv could brin^ 
major sliifts in eost func tions. 

linprovc'tnent in materials has had two results: use* of substitute 
materials ,md improvement in the (|uaht\ cd produc ts, Prior to Woild 
War I, antornoliiles were painteel with natural c-nanuds. Many coals 
wen* reejuired, and the* whole* prcK.'ess tcKik more than two \ve<*ks. 
With tlu* introduction of iiitrcKelluIose kK(|neis. the dryinii jx^rioel 
was so much short<*m*d that the painting np< ration w as reduced to 
a rnattc’r c.>f liours. Several vears later the intrcHhiction of .sytilhetic 
cnurnels furtlier reduced eost.s bv tlu* use of onlv lhri*e or four coats 

lit Chu h i> rtd-JtjUcnl fr<«m 

Lewjx I, Ixjrwifi. Tfrhn^tlitpt ir» (hir ■ T \ h. (' \o. 22) 

? VWshinjzti rH. DC' . PruitUvE Offi«'. HfD . pp* 
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inste^iid of th<? Um wats formerly required. As an example of im- 
provemeril in proditci, tlie avtrrage life of railroad lies ha.s Iweit ex¬ 
tended from eijifit to twenty-one years l>y treatment prior to use. 

'TV( Kiiieal t li sometimes takes the fonii of new processes in- 
volvinj^ me«'hj 4 nieal irnprovefneiits without elu'inical reacti<m or use 
of <'1ec tri< al ener^v . A .sjfK*< taculai example^ of this type of imprene- 
mrnt is in the coritinuous-process industries, vvliere inultipU‘-func- 
ti(Hi nuchinf‘J V. as in ste<‘l strij’* mills, replaci‘S hand processes. TecI)- 
nital cliani^e also comes throut'h the ie[)lat‘<*ment *rf iin^'lianieal 
pnK‘<*sscs hv nonmechanical methods, as \\\ the cas(‘ o| <’leclric wedd¬ 
ing]; heiniti suhsliluled for riveting. 

Improveme!»ls in individual sin^le-fnTictifm rnachimTV appt*ar 
til tint t* wavs; tliroueh suUstittilitm of nieclianical for liaiid opera¬ 
tions. throui^li increascal sp<.‘f*tl of opaatMai, and hv inereasinji oa- 
pacitv. Ill railroad transportation tnanv rnt'chanical dcvict's havt^ 
hecn substituted tor hand opt'ralions: autornatit hl(K;k sit^nals. anto- 
matte train control systems, an<l inlerhickim* plant and n inote con¬ 
trol have* madt‘ it possihU- to manipulate all main-line track switches 
and signals in a t»iveii district oi emtire division l>v a ctaitrali/.ed 
tralfic eonlrol hoard, In llie manufacture of cigarettes increased 
spec'd of opi’ialions. with c'onsecjiient cost reduction, has 
iicinevf'd l>v snhstitutin^ lotalinii ciittiiijj; knives, which are anto- 
inatiiallv sharpened and cleaned as tlie machine' o|)eralc's. for the rild 
t\pe of rcaiprocatiiii; knile. vvliicli operated in an up-and-down 
stroke and whic'h had to he slo|>ped tor frequent sharpening. Kn- 
larr'einenl of eapacilv has also led to cost savings. 'I Im* average dip- 
jH*r ca|)a< il\ of power shoveds .sold tv» ininini^ companies increasc'd 
from L7d cuhic sards in 192t>- to cubic vards in 1932--*^, 

KinalK. amiMuj the tv|>es of tc(rhnolo|L;K' iniproveineiits. manai^e- 
lueiil methods have made an iinjwrrtant loiitrihulion to cost reduc- 
lioti. Selection and trainini; of workers for specific jobs, improved 
workine methods, reduction in hours, and incentive pav svstems 
have all played a part. In the production of clothing prior to 19-32. 
the lumdh' system, whereby cat'll worker performed certain Ojwra- 
tioiis on all uarinents in the bundle Indore turning them over to 
others (or snbsecjuent (ipeiations. was replaced by the straight-line 
system of pitHluction. The latter system |H*rmittfHl the matenals to 
pass from worker to worker as successive ojx'rations w^ere jx'rforined. 
'FUis cdiniinatf^d the cariyiii^ of bundles from one end of the shop to 
the other and the lifting of tons of garments by the oj>erators 
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throimhout the course of the day. "One engineering firm ht'<*nsed to 
install the system C'laims that a certain gannent t‘Otnpan\' mcreasix! 
production 50 j>ei cent, cut maniifaeturing costs 25 p'f ernt, re- 
duc<*d clerical work per cent, and inspection (iO jkt mit, 
saved 25 per cent t)f tlie floor space, and sastly reduced inventory 
of gomls in pitH-ess.' '' 

Measurement of Technolofin' Chang^e 

A iiMfal method of itieasuring im ieaKes in productiN itv, as a result 
of tec'lmologic chanur, has heen thoMi^h iiulexes of oiilput per man- 
lif)ur. Lalwir input is nuMsured as numht r of hours woikc*d. Output 
per niand^oui is then ineasiiied 1 >n tliv iding an index of prodiu lion 
h\ an iiuh x of liours wfjrked. 15<Kiuctioii aial priKhieli\itv. iiUMSurtMl 
in this mamtei , shou n in f‘‘\hii)iN 5 and (S for all inannf:u*tiiriug 
and h»r steam lailroads. hitniihnons (oal mining, and anthracite coal 
mining fen the periud -‘>9 
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A siniihti to tin iiuMsmtiniMit nl trcluiitttl 

IIh‘ rrl.itiohslnp of pown input to unit*i of (nitpnl, foi e x- 
;iinp1c\ |)4)iitHl.s ol < (Kil to kilowatt hours ^onrratoil. Somi‘ of tlirsr 
tufiiMin's aif‘ shouM in th<* uraphs ol Kvhihit 7. 

1*hr iToihinnst limls s<'\oial ilrft‘ots in tlu*s(‘ nu asun’S of ti-thiii- 
cal t hanu* ^ Hi*’ i hu’l i ritu isin is that thf'v t.iil to isolate the ofh et 
of t(‘(’hiii(al change piop<‘r fmin olhi'i iriflurnci s on cost, sucli a.s 
cfianecs in rates of ulili/ation. stale of plant, and prices of input 
factors. Theft^ ap|>eais to Itc no valitl leuson for attf'inptiin' to rneas- 
iire tin* lull t'Hccl ol lc< hnolo^ic change in terms of a single factor. 
Necessarih. Icchmcal chanue involves a comhination of input fac¬ 
tors. Ihe real prohlein is llrat of fimlin*: a ('ominon denominator for 
sunnuari/in^ the cllect ol tt chiitcal (hanm^s on all factors. This also 
is in line with the needs of husincss management. whi<'h is ('orn'crncd 
with the net cost sasines from technical improvf/int'iits aflectim; the 
entire coml>inalton of factors of production. (Greater pnHlnclisits 
impnted to one factor is of only incidental interest. Kcoiromists have 
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not \rl (I(^\eIo[u d tcM liDitjUt v n| lurasiirinij; tlif ovi^r-all 

n| trcliiiita! chan^r on unit rost.N. 

Bminens Dccmom Im oh in^ Technical Chanficfi'^ 

Dfspitt.' the ul)st*iK*(* f)f satisfac tnr\ trf’hnii|ue<. fur ni(‘asnn'ng the 
effects of t(*chnoK)gk. t liana's on unit costs. an* certain remr- 
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rrat typt^js of decisions for which businessmen have had to develop 
guides to action. The simplest situation is tliat in wdiich an innova¬ 
tion, such as an improsement in working rneth<Hl.s or in materials, 
contrihutes to the output of the present |K*riod rhis kind of change 
is reversihle, in that the* innovation can he abandoned and the corn- 
pairv can gt> hack to its old way of (jp<u'atiiig. No ( apilal expenditure 
is involved Another tvpe of tedmical t hange al{('cts orjly th<» pro- 
Hpvctiti* re\‘enuf*s ol the company. This is exemplified h\ an iin- 
proveriM-nt in (juality of the product or hy tlu* intnHinction of a new 
product. Still aiiotlur type ol iiuiovatiiMi reduces future costs, leav¬ 
ing prospective revenuts unchanged. I'his iiivoKfs capital ex])cntli- 
ture in the purchase of new (‘f|uipnient ami perhaps the replacciT»ent 
of old. Often both prospective revenues and prnspeclivr costs are 
affected hv the iiitnKluction of teehiiologic cliiinges. The essence of 
all these d<'cisions invoh ing techm»logic cliange is a corin»aris(ni of 
present and prospeettM* costs and rcveinu^s, in tin* ( urrent manner 
of pro<lncing, with prospec tive costs and revenues ii» tlie new- man¬ 
ner. 

(Calculations invoiced in tin* div ision to replace a piece* ol (Hjuip- 
ment off(‘i an op|)ortmiit\ toceunpan* the s<‘t of c‘onsid(‘rations vcTiich 
logically 'shouhr uffect tlie decision with tliose which, in practice, 
usuallv do leiul to final judgiiient. Tlu* c*ompari.son of prosjM'ctiv c 
(’Osts and sas iiigs "slnadd * lead the c'xecntive to ctmsider cxjxrtfd 
op'rating sasings in each future vear. the total pre.vc'ut wcuth of 
these savings, the eosl of the machine*, the nc‘t sab age valiu* at the 
end of tin* tn;uhiiH*s normal hie, tlu* net .salvage value of the old 
macliine at lh<* end of its expected life ! or earlier, if the maclune is 
sold at the purchase date of the new machine^ and the residual 
value of tin* new niachine at the end of thi* lib* of the (*1(1 tnacdiine. 
If. in the light (»f facUn.s. the present worth of net gains (sav¬ 

ings) cMU'eds the pri*.sc‘nt worth of net costs, it is dcsirahle to pur¬ 
chase the machine. "These nuignitndes can at lH\st oiiK hi* estimated, 
and with varving degre<*s of confidencT " As a result, tin* probable 
savings frmn the new niachine are usually deflated, in business cal- 
culali4>ns. to a figure which represents tfu* degree of eonfidencT that 
the businessman has in the estimates, Tliis is acnunplished b\ intro¬ 
ducing into tlu* estimate.s **safety fac'tors,'" sut'h as reductions in p>s- 
sible salvage sidiic* of (he new* niachine, calculation of an interest 
rate* w*hich excecxls that at wdiich the firm t*an actually fxrrrow’ 

” Ihkt,, p U3I. 
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money, the straight-line method of deprc*ciation» which overt^sli- 
mates prohable depreciation costs on a new inacinne (by failing 
to compound eaniiiigs on .vuct*f‘ssive yearly cliarg<*s). and rc^duction 
of the estiinate’d sorvict' life of the machine. Tins last factor is by 
far tlie ino.st common mellaid and has resulted in witlespread de¬ 
mand, on the part of purchasers of e<jnipmeiit, that the i*<|iiipment 
“pay for ‘ in two vears or a sinular short period, Sm h low esti¬ 
mates of the sei\iee life of ecjuipnient are based largelc tijxin tlie 
expected rate* of technical obsolese«*nce vvlncl» may [>e ex|w*rie!iced 
iis still further iinprosements are developed. 

Lhi K TS oi ( i/a\(:j:s i\ vhk i s oh i\rrT VAcn^Rs os cost 

The pre\ious set fions Inive bast'tl on tht‘ assumption that the 
prices t)f input iaetors remained constant. This ptaTintted the isola- 
litm of the single relationship uiMler .slndv . sut li as that of costs and 
rate r*! ust' ot fivt'd j)lant. Actualb. eonrsf*, the prices of input 
factors change fimn linn* to time. rates, material prices, arid 

(‘fpiipnuait |>iu es all \ar\. (hough in short |>crio(ls tht'V may rt'rnain 
fairlv stabli . \\ l»eu tlrr s do chang(\ tin' cost ot the product is af¬ 
fected. 

Suhstitt 4 /ton of Factors with Changes in Prices 

If the price s of all input tactors \vt>ic to dn»rblt', the unit ('ost of the 
product woultl ner cssarily double. But rliffr n ut factor priee.s (jrdi- 
iiurils ilo not i'har»g(* at the sann* time arni b\ the same amount. 
NMien input price ( hangr s are unerpiah liinr.s find it ud\ antageou.s 
to use new cornbinatimis of factors, substituting those of lower cost 
for those of higher cost. For example, if the wage rates (if workers 
loading bituminous coal adx anec, mining companir^s may substitute 
mechanical loading efjnipnierit for workers who kiad by hand. As a 
rc‘snlt, the cost of [irtKhicing a ton of coal advances by less than the 
amount ot the wage increase. 

Influence of Firm on Factor Prices 

ITrder some circumstances an increase in the output of a single 
firm rnav Ih‘ ctnrelatt*d with a change in the })ri( es of input factors. 
This can cx*cur when the firm buys smh a large share of the total 
supply of the input factor that its purchasers influentx? the market 
price. In this case we must distinguish the efftKts on cost of expan- 
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Sion of output prr sc from the effects of greater [nirchases an market 
price of the factor. 

Eifect of Ear tor Price Changes on Cost Curve 

In the earlier sertiiJus, changes in output were representt^d graphi- 
call\ h\ inovenieiits along tlio short* and lf)ng-riin cost cur\es, re- 
spective‘K. A chang** in tlie underlying conditions (d production. 


Exhihil H 

SnU'I S IN \VI HAM . AM> MAlOifN\I.*( OS! ( I HVI.S 



sucli as in the prices <if input factors or in the nature •>{ tlie product, 
l)rings a shill in the (Milire <'ost curve*, as shown in I’Aliihit S. 'Hus is 
analogous l(» changes in iht' nuderlying conditions of demand u liicli 
cause shifts in demand l urxes. 

.s/\; ss VSl OF !C(^\0\fl(' < osr .WM.'iSIS 

Problems in Applying Analysis 

It is at once exident that the (*trst relationships sought l)V the econ¬ 
omist »ii<* not axailahle loan < onvt'Utional ac coimtmg recortls winch 
ar<‘ maintainexl for ilillcrent purposi’s. It is also jxissible that tlie 
lU'eds ol the luisinessman go l>t*\oinl the present capacit\- of either 
acctMintauts or tvonomists to supjiK iufonnation. 

Mow far can husinessineu go in the precise, as distinguislu'd from 
jule-of-llumih. applicatieiu of the economist’s cost functions? It must 
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Ik* rec'Oginzed at the lUitsrt that th^ mmomist has ni«Tt'l\ pro' uh^l 
‘\i formal st)lution to the ilec isioos that confnvnt tht^ hiisiness rxecu- 
tive 1»N selec ting a limited imniUT ol relationslhps iijxin which the 
final judgment is to }«* liiisctl, . . I ac d within this Itiuiteil orliit 
o rt‘latiouships in tlu' economist s nu*dc*K the hnsinessmaii is called 
upon to make th'cisions which are of the ntmost eomplevity. He is 
supposed. ff»r «'\aniipl(\ to eotnhiiie factors r»f production in such 
mannei tlial tlaui marginal prodiu tivitu^s ar« etpial and so that thesi* 
MKUAimal eontril)iitimis e<jnal in \alut* the piic’e <>( the fac ten . Hiis is 
lh<‘ basic piiiu iple- of puuhic tion c-eoncMnic s. In oidt r to make* these 
leliiied tliM. isiiajs tlu* tajsnM*ssina!i must know the scM'ral relation¬ 
ships ptexionslv (lesc-Mlu d in tin* la onomist s model: tlie \s a\ in 
u hieh e«»st ospofuls to c hinges in output jiioiliKed with a gi'en 
plant tlie costs of hnilding dilfefrn* sj/ed pl.mts ajid the operating 
costs vcliic'ii \cil! Ik e\pi'nem‘ed in tliese plants^ the relationsliip of 
unit costs to alternative' techimpu's of prodnttion, iind the* *‘Heet of 
( hiiiiges in priei's of input factors on unit costs 

iMck of I of or mat ion 

Seldom, if evc*r, c an Imsiness rxeautives (k < vpet tc‘d to pos.s<*ss an 
iUc'oratc’ and comph'tc’ knowledge of the relationships indicated. 
*‘'['hc' accouiUtng O'eords caniart he- m is levealmg. as tin's an* the 
lesiilts of mans divergent factors duiing a single irenod. It is an 
eve eedingK diflicnlt task to isohitc* the ellec ts of a single^ Tfdationshij) 
in th(“ total picture' and one sc Idom unde rtakrn l)\ accountants. I‘V)i 
instance*, it is possible* Icain from accanniing rc'cords Ikjw sales 
and a<l\<’itising ('Xpe nditme's ha\<‘ varied Hnl s.eies may have- flue- 
tuatc'd because of f.ictors otliei than advi'iUsing expenditines: 
chamges in (he ineomc* of the coinnnmitv. tin poliev of com|wlitors, 
factor price* variations, etc. Ihc' simjde* relation betwe e n advertising 
outlavs and sale's, vviiieh e*t'e»noniic theory piosnmes the business 
rve cutive to know, is far freim easv to isolate' in quantitative 
Mort'over. vvew given the pc»ssibility of ('onforming a< counting n*c- 
ords to the* ne'cds eil the* e'c-onomist. tliere remains the epH'stion of 
expe'iiM'. Hecord ke*t*ping costs ninney, and many ImsiTU'ssmen are 
persuadeel that informed guesses are prederabie to more precise* 
judgments made on the basis of wstly re-oiuds. /The balancing of 
T<^‘e>id>ke**ping costs against o[x*rating sav ings—it might f>e pointed 
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out—is a marginal calculation.) In any case, the retHirds, to 

giv<* romphfr information to the- businessman^ wotdd have to ex¬ 
tend to iiianv rc‘lationsliij).s beyond the simplified categories of the 
ec!onomisl’s iiHMiel. rndei these c^imlitions it is not surprising to find 
that ecoinmne (^»st ftmelions are iisnally disregarded in f)usiness 
prat rticfv 

This is nut a reason for discarding eionomic tlieory. Its task is 
not tliat of ih'seubing buMia'Ss <^-oiidut t in precise (h*(ail. Huther, 
it has the Tesponsilnlitv for suggesting, on th(‘ basis of the logic 
(»f €!Conoinic relationships, hvpotlieses whii li c an !m‘ useful in im¬ 
proving bnsifM'SN methods. Sexi'ial i‘x;un[>les i)t thf'st* methods ent- 
ploxing ectinoinit t't>ucepts ol cost are ,oaila!»l<‘: break e\f'n point 
analysis, fh-xible htulgets. and ififieinental eristing. 'rhese melhotls 
are designerl piimardv to show the inUnt'me id changes in xolnmi' 
of pTtMhu'lion on cc>sts As sn< h ihev are conc erned with the econo¬ 
mists shfjrtdcnn cost fniicdion. A logical next ste{) is to develoji sinii 
lar teehniijnf s to co\a*i other functional relationships beaimg (»ii 
cfianges in c ost. 
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Bain, jor; S. /ViVing. /)tvfn7/|i0efi. rnu/ i.inpl.npm’ut ^ pp fKi-04, chap iii. 
New Voik; llenrv Holt (ai., Inc.. I'MS. A gootl i \poMtinn ul thf,‘ 
theory ot t ost ehirtb trnin the point n\ \ »ew (»f the liirn. 

Boujun'c.. KrNM nc F. Amdrywx. cliap'- xxii and wiv hev. 

ed New Yoik llarpi i Cr !V>4S I hest- < haptt-rs t‘o\rr 

some related niattel^ as wi ll, an* ilexoled prnu ipalb to cost. The' au¬ 
thor einphaM/r*s the lelatiiin Ixisvten tost and oipplv. 

Bchmism, l!rr/.sia in \. "11 m lndncnc*-of Si/e of Hnsinesv r»ti I)c*part- 

iiH-nt Stori' OperatiMi: ttesults." Ilariard Hustnrss Hrtmr. \'<t| WT 
(winter, lUoS>. pp 2'> Also "1 he i Vparlment Store in Its < .om- 
tmiiiitx. ihid . \ ol. Will c sinniner. lt>4t?'. pp 4rr>-7l 1 h<*.se stutlies 

are based on ilat.i (rotn ifie anniul rexM vvs of liepartinent-store oper¬ 
ating data piihhshetl hv the Harsard (Graduate Seh(^)I o( Uu.sines^ Ad- 
ininistTalion. 

( 'oM t HKNei; <»N Hur t III sr.siw H re.vi fU fuii inr mu! Prirr Polictp eltaps. 
li, o. VI. \ii. \ New >ork N'atioiMl Bureau of Kcxmoinic Besearch. 
UMk (chapter u contrasts the etsanonik tlieon id cost witli accsinnling 
priu’tice. lliapter , “( osts and Hale of (hitpiil." is probatdv the best 
treatuM'ut of short term costs from tfie staiKl|vdnt cd eenuomit analysis 
cd accounting data It di.soisscs the .short run cost fniuticm and tlie al¬ 
location td fixeti (o.\ts. The discussion of statistical tost functions ,md 
hreak-rsen charts m chapter x is also excellent, (lupter \ii, ^'Techni¬ 
cal (ihange and ( 'osts. ' presents an ilinnunating discussion of the prob- 
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lems in this area. As iiulicatf^d in tlie antl^iors hax" 

hcas ily un this material Chapter x. '"Costs atui the Si/<‘ ot Plants an<I 
Finns," is a tleiinilix e tn^atment trf this 

Dean, J<m. “(a>st Stnietun-s of Friterprisi^v and Hreak-Fven Charts," 
Ai/iem/in Ertmoinu' iin it u . \ ol. \\\\ 111 ^/V/m rv und rwnuulini^s, 
19-iS), pp. An iiKiMse iiitKisin oi Inrak cveu chart 

anaU'vis frtmi flu* sit'\s[U)iut t>t eeonoink tluoiN .okI inana;j;enient ap* 
pliealh>ii. 

Dkan', Jrin JVu* Hthiiiiifi td (*tysi tn ('Output for « lAUithvr fUdt Sh<>/K 
Tet hintal Pajrer No. 2. New Vt»rk: NatuMial Hiimifi i>f Keoiuunii' Ih - 
searili, PJ41 A stu(!\ (»l short nin costs in an irtcinstrial situation which 
af!f>rcU*d nnusual opportunities t(^ iM'lite tlu' rliect ol variations in 
pnxiui f ion f>n eosts. 

ni l'. )oj|N I', /'.\’oni>rui4' .Afui/i/vi,\. 1 ,‘liap iv. I{t‘\ t*ti. ("hi- 

Kuiiani 1 > Irwin hit. . riu* autliin tirlincs the ti^rnis oi cost 

au.iK 

I 1 'A is 1, 7 in ( h/r /^Vonfuni/. 7 .,\ A/fuuijijrwp/i 

\o •J. W asliiti'Afon DC. I'S (u»\r inini jit Pnntini: (>ffice. PMl. 

Part II < ltaptrr i. '"I hc < lian^;:r in i ahor I'lodiii ti Mtsoilers imincrous 

Intel<'stii!)4 <'\;irnpl< s '*1 (inujsations in tr< Imnlottv, 

M< I AMI \M*. \\M n:K IV ‘'N\ hen Is Selhnj; ;it .i 1 oss a Prolitahle Hum- 

iif'ss Pohe\ .N At Huflitin, \ ol X\1 i N'nemliei |, pp 

\ t ojnpans(iH of ;ucoiintinii costs and marginal costs ami the 
applu.ili+Mj oi tin se toncepts to husmt'SS poliev in takintj; on a Mi*s%' 
jnodntt 

Miyi us \iia Ri C. Elimcnts of Mode rn E( onomu s, chaps, xi vie iAei 
ed. Neve ^ork; Prentitc-Hall Inc., Flciuentarv theory of short¬ 

term an<l luiii; term <‘ost 

Natkjs.m Asvkiaiio\ nj ( aim \( r.orvi.wrs, "Tin* Vnalvsis of (,ost- 
X'oliinie Piolit Ih'lationships *’ \ Ihdlriiu, \ ol XWl il.)ee( tu¬ 
ber. pp "iZV-^iV .\ iiiseiission of Vireak evt'ii point analysis 

\AnoN.se .Asse.w”tA'rioN or ( V.»st \< <»a vt avts. “'1 he VVoi.ifion of (aists 
with \ olunu / ihif/ , \ <>1 XX\ f June lo V pp 1224-T) Hrsearch 
Senes No. If) The authors explain fi\<’<J and variafile costs in acinunt- 
ine usatje, 

UAi^n N'sneAt rn, Wamiw. and \‘iu ku*». Hayxio.vd. Thf Ecouomirs of 
Indmtrifi! SJnHfj^ifmrut New York Funk VVajiiialls (>)., 1919. 
C'luiplor i\, "Sales-r.\|H?nse Ihdationships/' offers a definitive expla- 
nation of the l)reak-<*\rn <hart, a form of analysis originated by Pro¬ 
fessor fViutenstrauch, 

Hobinson. F. a Ci Tht Sfrin /nre of Competitkr Jnduxtnj, Svw Vfirk- 
Hariourt. Brar e ^ (Jo . 1932, The author discusses the effect of s arious 
fortrs, such as technoioji^v, inarketiii|;. etc., on the optiiml si/e of firm. 
The di.stussion e\tend.s the tbc'ors f>f aisf-size relAtioreships iHA'ond the 
usual plant-si/e cmiccpf. 
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STK;rwi, J. Thr Theory af Prue, chaps. \ ii, viii, xiij. New York; 

Miicmilluii (jj., 1947. A(lviiti<r<i tlu-orctical prcsciilation (4 o»st analy¬ 
sis, iM'giiiiiini; uith prfMhu'fiofi ftin(:tj(»ns anil tvirryin^ fliroui»li costs 
niitlcr imprrlc’t! market coiahtifms. 

I’.S. FioKHAi. 'iKADf (>)MVfissi<>N. HiUiUrf I'.ffirirunf (tf Mi- 

iliurnSizi'il. au(f Sintill Hushww: T.\ E ('. Moruiiiraph \o. l i Wash- 
inji^ton, IX; . U.S (a^vtriirm^tit I'riiitim; Odin-. 1911. 'Unis nuMit^l^raph 
pr(*sf‘iits a wealth o| eost-si/e tlata ha.sed lar^elv oi* Fe<leial friule 
CoiiiiinssiriM files, 'f lie material s«ifl**rs. however, from the presi'iKe of 
other faetois tliaii st/e ittfliienein^ c<ist. 

VA r*ri.n. \Vni i,AS! J. “A<<oimtini» Mea.suremetits of locremeiital (.ost." 
lounutl of If us j Hi of the Vuiivrsittf of (fiintoo, \‘ol Will t Jnlv, 

pp I iW) The .mthor pre.s<‘iitN a inetluMl oi hreakiiitj tlown 

aeeoinitihi; costs info varialile aial in stu li maimer that variable 

costs approxinmte marginal tHists. 

Shitrt-'frrm Varialious iu Cost 
Casr in I 7A//,r)/!/VC (OMP WY 

'Phe Ilorneland lailorint^ f.uinj>.m\ rnaiiufiK tnreil nu‘n*s \v(M»lcn 
suits, topc^nats, and oNcrctMts. A small part of the trital outpiit was 
sohl midcr its own br.ind name; tin* remainder was sold to im‘n\ 
furnish in store.s. <h‘paitmenl slor<’S. ami wholesalers, all <»f whom 
disttihnted the merehamhse nnder I heir respective brand narnc^s. 
The cornjranv did no direet retail srdlinn. Clothim^ priuhrced im* 
d<*i its own brand name was sold in men s < lolhmu stores eateiiiie 
to indrv idiials of hii^her-than-avfr.rm* income. I'he small number of 
salaried salc simai who coiistitnterl th<* sales force we re nnder the 
tlirecl sn|ier\ision ot Mi Abrams, pn sideni «)f the t'ompanv\ who 
luni (onmied tlu* Imsiness in 1924. iMoin its origin as a tailor shop it 
harl urown to a firm piodiicine appiusimati'lv 2tHf.()0<) suits and <*oat.s 
|>er rear 

Aetnal piodnction of ihilhinu in the lompaiiv's plant was con¬ 
centrated in a pf'iiod of approvimatelv nine months eaeh \ear. Since 
the (ompaiiv prtKinced no line of snmmei dothiiiL:. tliert‘ was a 
pei iiiil of abont three months fttim jaimarv 1 to .\pril I w lu'n idle 
Ciipacatv freipientlv nnn’hed jw*i la-nt. niirini; this jieriod vaca¬ 
tions were t;r.mte<l to as many emph>\»'i s as practicable, and nc'cnled 
repairs ami renovations were inadt^ in pilaiil and c^rpiipment. 

Mr. Abrams norma!l\ sold hi.s own brand of suits and coats at an 
averatie price of each, and suits and coats [produced uikIc*!’ 

the brand names of others at an average pritv of each. The 
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prict‘ of S2S.5() was arrived al by adding approximately 10 {.>et cx'iit 
to total tost [KT suit as the profit niargiti, as follows: 


l*»i<**r »iO(K) 

I i <111 

nv«-rj«‘;s<! I 

.uni \ l.Vl 
lO’Jriir-’.ih'l‘-nhjiii* * I Sjr. 

rUi" , !■ -r {iri'fjf ivh 

! JJ:.* 


In C)( tohri. 1017. Mr. Aliiains rect ivrd an incjoii v from tlu* inaM' 
ager ol a lar^e ( hain of (lr[)attriK itt stores operatiiiii m llie sonth- 
w t stern ]>art of tin* i nitt^d States, expiessine interest in pl.ieine an 
onh r tor nn n s suits of v aiions si/es as '-pei for <h*li\erv 

hi'tween \piil 1 an«l April lo. PMS It was staled that the rnder 
would he (’0!ifirnK <l if tin* prirc* ihd !io( f'\<.et'd SIS 75 per suit 

Vlllioneli in tie* pavt t)ie (umpanv had taken small »»nleis for a 
fe^^ hiimlietl suits <lnrnie slaek |K'iiods, it hari m \ei handled sueh 
a large order or sold at a piier less than S2l 5t> p<‘r suit at such 
limes. I heri' was no system of standard c osts in tlu* [dant, and the 
acx'Ofintine s\ste in was sfiiueuhat ernde Mr. Ahrams. hec aus<? of 
his familiarits with all (ipt rations. relied pnmarih upon his own 
experienec' in estimating costs of orde rs. 

'i'lie chief a(i<»nntan! rec.f»mmended that the order he rejeeted 
Mr. Afnarns. unwilling to lose- this husmt*ss if it c cMild he liandlc^d 
profitabl\\ sought the help of busmc'ss managemc'nt eonnsel, who 
prepart'd a new statenumt of ec»sts per sml as follows; 
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In addition to tbe vnsts .shown alxne. it was estimated that, \h** 
cau.M* of vacations, os ertiine would have to In* paid in the amount of 
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20 f>f»r crnt erf direet hdxjr unit. Inability of regular sourc^es of 
supply to pro\ ide the full amount of the woolen goenls mjuired for 
this offler fonrd Mr. Abrains to use otlu'r suppliers. One wenden 
mill was found which was willing to .supply the* full amount, but the 
mill relii.srd to ijrunt (he usual cutters’ discount of 2 per cent, net 30. 

Tht^ ff.v of the rnana^eineiit eouiiselin^ firm svas S2,(KK). 

KS'I H »\ 

1. Should tl»e roiupaiiv have at tempted the nrd<'i fnr suits? 

rw 1//. 2: WMUSC COl.V A:\7) COi .VT/tV cjj n 

rhe W'arini; < a)U Oluh was oru;aiii/ed in 1929 to <>pf»rate a public 
^olf links. Its facilities imluded an ei|;htt*en'hole uolf course, a 
ridiiii^ acadeins luu b\ a coucessioiiairc. and 150 acres eif woodland, 
whit'll had bet'ii d<‘Nt*lopc<l with bridh* paths. Tlu* owners of the 
\N'aring (dub infruslt'd tin* actual ojxaalion (rf the t'nterprise to a 
hired niaiia^er 

The club was located at the ea.stern ed^(‘ of an industrial com- 
rnmiitv trf 250,000 population, about l.0(X) letd bevond the city 
limits, and was ciisily actrssilde l>y Imth auto and public trans)>orta- 
tion, dhe citv parks depaitnu'nt operated two niunieipalK ovmenl 
golf links vvlueh were fairly well maiiitaiTU'd l>ut which wore (‘<»n- 
staiitlv overciowd<‘<l. Th«*ie wms a ijolt links open tlie publie 4 
miles noilb ot tbc' cit\, one 2 miles west, anotlier 9 mill's south, and 
.still aiiotlier whose <'ntraiic<» was appioxirnatelv 1,500 fet't distant 
frmii that of the Waring (dull. At soiut' jKiiuts tliis latter club was 
separated f rom tb<‘ Waring (dub oiilv bv a ct)nnt\ higliw a\ The ad¬ 
joining club, w hit'll had bee'ii in o|X'ration since 1924. ofb'tt'd. in ad¬ 
dition to a public golf links, dining and dancing facilitit's. w'intei 
sports such as skating and skiing, and. in goinl weather, tennis. 
Patrons of the adjoining club wa'ie draw’ii primarily from profes¬ 
sional and nhdilleuneome whit<'H'<iUar groups. 

Idle owners of the Waring (^lub iMdiesed tht*re was a gcK>d busi¬ 
ness opportuuits in providing golf f.icilities for industrial workers 
and lowt'i-inc'oine white-collar groups. They Udiewed it was not to 
their advantage to tonijx ie directly w ith tVie adjoining club, A j)re- 
limmarN survev convintH'd them that the provision of good-rpialitv 
golf facilitits for this group at riMnlerate rates not only \v<mld draw' 
players from the nmmcipal links and from m<irc distant links but also 
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u^uld reach persons who were not now playiiij^ l>eciuise of lack of 
facilities at moderate prices. Kates for the W'arins; ('hib and the 
adjoining club in the summer of H>29 wvre as follows: 
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Fees for \\’arine wen' for the entir<* d.iv. witli no limit to luunN^ 
of holes jrlaxed. Fees lor tlie adjoining ( liil) were for eighteen holes, 
witli uclditional fees fni Inrther plav. 

The rates for t)u‘ Waring Club n rnainetl \u effec t until jiilv, 
when thev wcue re<lu(*<*d In lo lents irr c'aih chissification. This 
charrge in rates \ms prornptt^d In a dc.H reaso in the niunl>er of play¬ 
ers, us shown in I'xliibit 1. The' dec'linc' in ineoiiK’ lollowiitg tlu‘ crisis 
of 1929 It.id trot serioiisl) aHec led the W'aring (ihib until bi 

April of th:rt vear tire lees on tlif‘ municipal links, which wc^e already 
lower than N\aring*s rate s, were d(‘creas< (l still further, in spite of 
the fact tlrat thf‘ links were hcavilv used. I’he clnh adjoitring Waring 
had reduced its rates approviiuatc'K 10 [vt cent on June L 
After the' reduc^tion in rates in JnK. growth in tlrc' M’aring 

Ciulr's h^s^lK^ss contiiruc'd as Ix fore. The rate s were rf*stored to their 
original le\ el in A|iriL 1937. 

In Mav, 1937, tire manager of flu* Waring (Trtlr noted tlrat the 
club s facilities were not being fnllv used at all hours r)f the day. Tin; 
bulk of the plavcTs on w'et*kdavs apjHMied after 5 i'.m. The average 
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number of pluvers per day during July and August, 1936, was as 
follows: 


fMty 

firfmi > /' ,\f. 

A fur.: /\M 


MiiiMhtv 

it) 


w> 

I'Mmlvv 

2U 

'jU 

70 

VV«»am*^cinv 

2\ 

t;.y 

ao 

'lyiij r*.a:e. 

l:> 

:t:» 

fAt 

Kruht^ 

10 

:>() 

iA) 

Kiiiurduv 

i:i:» 

ifi 

] :.n 

SiiMdiiv 

g<:. 


■jrA) 


InCTeasfd industrial activitv 1 <mI tlu' nianiign to propose tlial the 
club olfr't group latrs to \ iuions enterpiiscs empIo\ lug large imin- 
bcrs of workers. I'lnler these group rates, cTUplovees ot the partici¬ 
pating <;onipaTH(‘s would use the goll course, or at ItMst liegin tlieir 
pla\. bi-frue 3 r.\r ea<‘l» dav except Satnrdavs and Suudass, u heii no 
plav<‘rs on group rates would be acrcpti d. It was lh(‘ juanagi i s In*- 
liel tliat ail inllux of plavers on a weekday as a grou|) pla\ iug a 
toiirnainc^nt would not greatK n'dnce the iininber of plavers at regu¬ 
lar tales on Saturdays and Sundays, when most players tonned thf‘ir 
oyx'n personal groups, 

One company' yvhich the manager liad ap|)roaeln‘d liaitativelv 
agreed to gmuanli’C' a minimum of ItK) playeis cMch 'I'uesd.iv. under 
the conditions oilc'H'd, providetl that tin* tale was mit more tlian 15 
cents per play i'r. "I'lie o\y ners yv<*re not certain yy h(‘thei it w as desira¬ 
ble to acct'pt this pioposal One duecior. after inspi i ting tlie op¬ 
erating costs slu>y\n in E\hibi( 2, *)bjf'ctc‘d to a rate of 15 ccaits and 

Ixhihii 2 

\\i cost 1*1 li n \yi n. id.i.s :j»> 


Urprfu'raioTi iliMliaitiK-, mill I.IIII TN , r Ti » $0 (V'i27 

t-i'.-• a (K13 

’KMlf >. r,ai\r : iH'iai 

*l .iiul nvan'll. liiiinlit N f O 

htuI -upplu M '.lut iutiuiK WMlrr? IHCOT 

CIt’t n.'it-*M)il lalmr IMHUT 


proposenh instead, a rate of 25 cents. The manager point<‘d out that 
lh«* facilities yvere capable' <d handling an additional 2<K) players pc'r 
day without anv changes exct‘pt the hiring of an additional starter 
on Tuesdays. The chiiK rate for a starter \y as S2.(K), After some de¬ 
flate the owuei“s c<iticludc*d a group ctmtruct with the industrial com¬ 
pany at a rate of 15 c't*nts jxt player. 



COST ANALYSIS 


179 


Not loni; afterwards four other eoiupanies indicated a willinpriess 
to sign similar group I'tmtracts for other da vs f>f the week, hut at 
rates of 10 a^nts fK»r [>la\er. Each of IIm^sc propos4-d coutracls would 
prfjvide a Tniuinium guuranlee of 150 plavers, 

The luanauer In^lieved that, when tlu^ avi rage numlHT of plavcTS 
using the C4)urse rose niueh above l.tKK) juM week, an additional 
full time maintenance worker would he* it^juiied anil that addilimial 
e\p« uses for materials and sujiplus wcailtl he r iK'ounltTed lie esti 
mated these adilitiona! eNpens«*s at $55.(Ml jH t w’eek. 

Oia srK'N.s 

! W as th( ihrt eter in r»hje<*ting a rat** of la cents pei player 

for tiM ornuj) ttaifraet .ieteplrai h\ the ariu'..; ( liifj'' 

2 Should the ownejs ha’, o era' fi'd itito additional <;ro5i|» eoutracts v^ ith 
the ti Mir otlu r <. osnpaiiif s ,it 10 < ents per plavt*i 
> if eonipt tine i lain i(‘diKei.| rt'-^ular ue«kilav rates to lo e(*nts. I'onid 
the ^^aIil|o (.olf (.liifi prolitahl\ :n < ep! re:;nh/r l,»uMne>s at Ous price,’■' 

(VisY HI .V ninnAK (\rio\ 

riic Drvliak ( inporalion manufaetured men s trousers, eoats. and 
vests lo! iinufmc, work, and r ust*s fis prodiK tion was ahont 
t.*4piall\ d]\id( (l helvveen goods made lor sto<k and tlmse mad(‘ to 
oril( i for the ( usloiuer. Its output ini ludevl about 25<J fliiicrent items, 
hut (oiistant efianges in d<*.sign meant that thf hiu* as a whole was 
V(intinuouslv shifting. Individual puHimlion oiders were small, find 
at an\ out* time tlieo^ were lUfOiv <iiffeo*nl ordeis in puteess. I*'or this 
reason tin* (ompanv used the joh lot method of manufacturing. IIk* 
company opf'ratial only one pkmt. whkh nornifilly n ipiind a force 
of .150 eni[dov e<*s.‘ 

OiiginalK. tlie eompanv us<*d a existing system whiih acdimU' 
lated historical ccists hv job ordcis. Suhseijueiitly, it developed a 
standard cost s\stt*ni for purposes of piic ing produetion planning, 
cost conlrok budgeting, and v aluation of jnvf'ntotv The kdter system 
had l>ei‘n developed gradualK over a [X iirKl of foiirfec-n vt'ars. 

Tlu* standard c'osts were based on .m analysis of material retpiire- 
ments, labor o|>c‘ratioi)s perfonnc'd. and the overliearJ applicablrc 
Sinee the ganneiits to be made for any om* orde r usuallv differerl in 
scrriic respects from any made previously, a diflcr<*nt combination 

Tiijv I <\\r {V trnM> the S A (' linilriiu \ X\\ ■ I V* ritjlxr i *i i‘#4S 

Siio N‘(. li. “A (mvi Sj«mK 
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and seqn<*nce of inaniifactiirinK opc^nitions was recpiired for each 
pr<jdnc( Hot proce.ss(\s were widely used in inan\' types of 

i^arniiMjt nianufatture, and the operatiiiu characleristus of the erpiip- 
rnent nst*d were know^i. f’onsequeutly. it was usnally possible to set 
reliable costs based on past eKp*neiiee, f(»r tlie partic ular eornbina- 
tion ol operatioris involved in niakinj^ any spc’cific. Garment. 

Ill dc'ti rmininy standard costs for a ^anneiit. the conipanv based 
its caleiilalions on an avene^e si/e Thus coals rarej[ine in si/e from 
17 to 49 would have* a stanclard <‘osi base<l on the* av«Tap' si/e. whieh 
mil'll! lie si/e M Variations in costs nii^lit occur on indiv idual or* 
ders lM*CMnst' of a ht‘iivu‘r demand for larger or smaller si/<‘s, l>ut in 
the ruti tlie t*r)m[ianv lH‘liev(‘d theN4‘ variations would average 
out. 

When the companv received an order, the iminiifacturinii data 
sfit'f'l (Exhibit 1 ). I)as«‘d on a dozen earmenls, was made up 'Da* 
descTiptiou and the material (juantitv standards vvaae shown on the 
front of the sheet, and fin the haek vvr‘re listial (he operations to be 
performed and the standard allowed hours reipiiic'd. The inlonn.i- 
tion on tliis sheet was then carried over to tlie standard (‘ost reeord 
sln^et ( Fxliihit 2 ' on which the .standard cost was d(‘vel<»ped I>y 
coslini' the materials and lal>or at standard rates. 

'I'hc matcTial (juantitv standards tor the major materials *>f the 
^artiK’nt were determined b\ the use of templets or patterns de- 
simied for the averaj^c’ si/e chosen, 'riii^se templets W'i*r<' anan^ed to 
pve th<' best nsap' id tlie material, ami tlie standard yardage was 
determined fiom these areas plus an allowance for end pieces and 
lappings. Standard (jiiantities for the mi.scrllaiu^ous ileni.s of ma- 
teriiiL MU h as huttons. /ipjx'rs. ta*4s, purciiased jXK'kets. etc., were 
obtained bv inspin tion ot tfie qannent The standard material quan- 
titles were transferred from th<‘ manufiUtnrint; data sheet to tlie 
standard cost .shtH»t ( F,\hibit 2\ where thev wore multiplied by 
standard prints. Standard mutiMial prices wore determined bv an 
annual forecast of the I'ost of material to he purchased, tempered by 
the inventorv on liand at the lime that the forecast was made 

1'he lalior o|HTatiotis to be jverfonned on the piinnenl were de- 
terniimn:! by careful analysis of the laving-oul of teinplet.s. the ma¬ 
terial eutting and triniming, the sewing, pressing, inspc^^cting, etc, 
By studying these (qxMations in the light of recortled motion and 

® Tills $ti«rKkirit w •ibimn on t>H’ Imrr W^feh.irul jsuIc^ ot EvKibii 1 

' wvtr Ujiiti'xl an thi» towrr ni'hl'hatiii sk\v of tli*- sIk-**! { Kthibil 1). 
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tirnr stml\ dita, .staiuLird tirnrs omiM l»r dc t^ rirnn^d and f»ntcrrd 
an the statidard cost n‘L‘ord sliet't Standards m t 1 j\ this inrtliod fm 
pricinu pnr|K>srs tenipor.irx hut wen* iisrd until .idditi^nuil 

orders were recei\i*d. 1 hen the\ \vi*rt' r('\ iM <1 hv a studs (if the actual 
tinte ou the prc\ ious order, 

C>|H ration time stundiir<is wvrv sniniuan/ed in standard hours for 
each of three departments: cutting, sewing, and insjxctioii. dhe 
time to proervs a dozen garments of the sp'i ificx] design in each 
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d<?partniriit was tlien <*iilofetl on t\w standard cost rccfird (Exhibit 
2) and iniiltiplic<l h\ t\\v standard hourly rale for lab<H and over¬ 
head e\jH‘njse c'oinbim^. The standard labor rate was the average 
rate JH*wig jKiid at the tinu* the starkdard was set. 

Standard hourly overload rates for each department were de- 
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termined by dividing the standard alUm-CHl lioiins at the practical 
production ca|>aoily * of the depaitinent into the budgeted o\'erhead 
expense for the d«?j^ar1rnent at capacity*. Ox erhead costs were com* 
puted through llie use of flexibk^ budgets. The budget for each <le- 
partinerit contained only those expenses which were aintixdlahle 
l>y the executixe in charge c»f the departiin’iit. I'liese ex[x*nses wen^ 
ctnnjjosed principally of lalH>r, machine parts, and riiatonals. xxdiich 
xxwe accounted for as indii«H‘t t^nirges to prcwhict but xx lnch wt*re 
directly ehargealile to the specific department. These amounts exm- 
stitnted departmental overhead chiirgi‘. 

' 1*0 the departmental overhead was addc’il prorated general plant 
overhead. This included MicJi items as powt r, lij^ht. ex|X'ns<\ 

xacation pax . d('prc‘ciati(nK <*tc. These were separaleh budgelech 
Finallx. .selling, administrative, and iither e\p«*ns#‘s were applied 
to the job, by imMiis of standard rate times the* maimfiicliiring co.st. 
This rate was derived from another Hexihle lni<lg<‘t similar to tliose 
for departm(*ntiil and gtMieral overheads. In tins hiulget. sales dol¬ 
lars insl(‘ad of standard alloxved hours wen* usf*d to rniMsurc^ aclixitv- 
'rh(‘ standard cost sh(*et xvas c'ompleted l»y adding the murk-np 
to tin* cost to detennine tin* selling pi ic<;. 

(^>i>;siio\s 

1. Discuss the conditions which uuuht mak*- starwlard costs depart fn>m 
“actual * unit costs of any t»ne order, 

2, As a basis for pric ing, wouhi the standard cost .system i>f the Dryhak 
Corjx>rati»m In* more satistaitorx* in perioils when there wt‘re large 
backlogs of imfilled onlers or in pi-riods when ihc plant was o{>erating 
at less than full capaeity? 

Case Ul~4: AJU FIU ICHT HATES 

On OotolMT 15, 19-44, Americiin Airlims inaugurated an air-freight 
serx'ice in addition to its carriage of passi ngers. mail, am! exprt^ss. By 
janiiar)-, 1946, stw eral other air lines engagcfl in the transixrrtatfon 
of passengers, mail, and express had also entered the field. These 
carriers were licxmved by th<* ("ivil Aeronautics IVrrard to fly regularly 
scheduled trips lx*twwn designatcxl points and were knoxxii as 'ctfrti- 
ficat(*d carriers.” Initially they carruxl fn*ight only in the same air¬ 
craft as passtnigers, mail, and express; but snbsixjuently the larger 

*Tha! is. Uw tcrtal numhcT i>f Hours wliicH CfmJft t») ihfr vfcrfxirtmeiit 

in a gf'cw pcfiod if therr wen* eiK»iig^h indm t« ker'p it bitty. 
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Uiifs, such iis American Airlines. United Air Lines. T\VA, and Penn¬ 
sylvania Central Airliiu'^s instituted the use of alLcargo planes in 
which no passeiiji^ers were currif^d. Thesf* aircraft made regularly 
scike<luled fliglits. as perinittcd in the certificate of tl»e carrier, and 
iTecjiieiitlv carried mail artcl express as well as freight cargo. 

After jiily, 19^15, a nutnher of noncertificalcd carriers were or- 
garii/ed and hegan to coin[>t'te with the ccrtificat<*d carriers for air¬ 
freight traffic.' On August L 1947, the Civil Aeronautics Board set 
up a classification r)f non-cert ificated cargo carriers which permitted 
these iK'W airdr<‘ight companies to operate on a scheduled basis as 
(?ofnniun carriers. The C.A.B. also required them to file tarilfs and re- 
[x>rts. In this group Slick Airwavs, Inc., California lOasterti Airways, 
Air Cargo Transjxkrt, Inc,, and Th<* Flying Tiger Line trans|)orte<l 
the largest shau* of the total volume of traffic carried l)\ tliis group. 

The rates .set np bv AiiKTiean Airlines on ()ctolH‘r 15, 1914, es¬ 
tablished a .svslc^rn of elass and s}H‘c ific eoimiiodity rates and applied 
these rates t)n a inih agc block basis. For tlic lour classt*.s of com- 
irKMlities, A, H, C, and D, the distance (‘bargt*s wen* 5(), 41, lfi.5. and 
30 cTuts |K*t ton-niile« re.s|M'ctively, all rates inc hiding pic kup and 
delivers serviec'. With minor variations. t!u‘ other certificated car¬ 
riers follovved the* same system of tarills, exc<*pt that some tariffs 
were lower than that of the* American Airlines. Upon the* entrv of 
the Unitc’d Air Line's into tlic air-freight busiiu*ss on February 1. 
1946, its tariffs eliminatc'd tbe four classes i>f cominmlitie's and set 
np instead a single general comnnKlit\’ class with graihiated rates 
according to weight classification, to which the* rates sheiwn in Ex¬ 
hibit 1 applie*el. Other earners soon made adjustments te> meet the 
rate's and terms of Unite'd Air Line*s. Effective* Julv 15, 1946, IVnnsvl- 
vaiiia ('entr.il Airlines lilt'd a tariff quoting lower rate's than c^onv 
jH'litors exce’pt i»n e|uanlitv shipments. lAVA followeil short!)' in a 
partial rate adjustment to ine'ct cofn|H'tilion erf Pennsylvania Central 
Airlines, 

The noiicerlificated carriers sewn bc'gan to compete vigorously 
in the air-fre*ight market. In Febniary , UM6, Air C'argo Transport 
aniunintx^d a schednU* of rates which v aried with the weight of ship¬ 
ments, The ti>n niile rates a.s advertised were 22 cents for shipments 
of l.fKX) pounds, 21 c'cnts for 4.tXK) pounds, ;uid 20 cents for 5,000 

‘ P!rt<tr to AufiMsl I, IVM7. nom'rrtifiralrtl cjuriers wr^t: rujt rrejoimt to file taiiflF* 
with the Ciitl .Aeri»ivuitif* IhMri). Tl>ev rwJl to fty r>ni a srhedukn 

Uttsts Iwit matir Irregnbr the^hu at ralos nr«tot;vAte«1 with eoi'-h intlrvidiMil shipper. 
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pounds. As th<" rnunlx*r of companies in tlie noncTitificaU^d group 
inm^ase<.L rates were gradually rediiecML The average rev<»uue 
ton-mile flown hy Slick Airways in the months of March, April. Mav^ 
and June. I94fi, was 201. 16 1. 17.5. and L‘L6 mits, resjvx'tively.* 
The certificatwl carriers inadt^ adjustme^nts to nnret the i-onnwti- 
tion of the noncertilicated carriers, and. on August 1, lO'lT. a exm* 
soluIatiMl tariff vv^as filed on In half of all tlu* ct^rtilicatcd tniiikdim* 
carriers/ In this taiifl the hasic^ ton-mile rate was again lowered, the 
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lOO'pound rules heiug (onstructeil on a basis of 20 cents jwr ton- 
mile, a.s compared to 26.5 cents per toiemilc iii earlier larifts. 'fhis 
tariff, with minor exceptions, brought alroul lower raters on all exun- 
niodities. On the same datt* Slick Airways, a noncertificated currier, 
fileil a tariff with rates betwc*eii New York and oflter principal (‘ities 
served hv it from 12 to 39 [Xt <.x»nt lower, accortling to weight, than 
rates sliown in the (xmsi)l!dalf‘d tariff of the certificated carriers. 
Other noncertificati’d carriers filed tariffs early in August similar to 
that of Slick Airw’avs. On OctolwT 5. H-MT. American Airlines. PC’A, 
and United Air lanes, which ct»mjX‘ted ;tcti\»‘ly with the noncer- 
tificatf'd carriers, filed .s|HX'ifk' (*omrnoditv tariffs whi< h were not on 
a nnifonn basis but a[>proximated 13 S rents |kt ton-mile mi sln|)- 
nients from Nt»w York to ('hicago and 12.8 cents jWT ton-mile from 
New York to Los Angeles. Tlu^e rates were lower than thos<' of the 
noncertificated carriers on shipments weighing betwfxm HX) and 999 
pounds. TW'A met this ^•d^u^t^on of rates in part. United also filed a 

•H. \V'. Torgrr'w?!!, ‘'Ilrvlnn of A»r Ffrigiit TiiriffH,” Jmtfytol tff Air /-flu. and 
Cmwnerc4i iwxrifuT. UMSh p. 52 

^ This tariff comistml <jf jwrt'i. {1 ) a fulr-rfi tariff. <2) a pickup aiwj rlriivc^ry 

tariff, ar^a {Z} .* rati^ Urilf This tariff fiad fho t uf making Ok? tariffs of thi? 
varimi^ partiripatiug c^rtifk.atetl tarrirr^ more uriilonji. 
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new turiff* effective ()ctolK?r 25, 1947. giving substantial rechictions; 
III this It was joined by some of its competitors among the certificated 
carriers- 

t’fRiri p<?titiori of Slick Airways and the Indejxmdent Air Freight 
AsscKriation, fiu the ClA.B, halted thcsi* rate reducrtions by sits|xmd- 
ing the supplemental tarilfs of L'niliRl, Inland, Soiithw«*st, Western, 
and TWA and also the s|H‘<ifie comincwlity rates of PCA, TWA, and 
American, with sonu' qualifications. The C^A.B. llien ordered an in¬ 
vestigation of these tarifb and the tariffs filed f)v ten nonct?rtificate<l 
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cargo carriers. Tlie Ix^ard stated that the purpose of this investigation 
was “'to attempt to develoji some national principle.s for tariff-making 
in air transjKJrtation as well as to in(|iiire into the validity of the 
tariffs that lune Ix'en filed.’** To carry out its inquiry the Ixrard re¬ 
quired all carriers of Imlh tj'jK’S to submit briefs and exhibits sup¬ 
porting their tariffs. 

Although the arguments presented in lh<*se briefs indicated a 
sharp difference of opinion over th<* question of costs for the pur- 
pofic of rate making, the revenue asiHxrts of the problem were not 
neglected. f'Ahibits 2 and 3 show o.stiinates of the relationsliip be- 
twwn rates and volume r>f traffic as air-freight rates approiich the 
level of surfaiv rates, ‘“Expert I'lononiic witnesses who api^eared for 
the various parties generally agreed that in trans^iortation historv, 
each new Ibnn of tran$[>ortatiun w)uc4i has persisted offered services 
and rates width w ere able to (1) divert some traffic from older 
transportation systems, and (2) create* new traffic. Air freight, in its 
genesis, ha.s slumo such projxmsities,"^ In addition, representatives 

^Twgnrson. op. rit, p 61 

• f-rmmiwtM flfptfft (C.A.B. Ni>. 810 . irf ), p StSa 
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of several carriers pointed out that it might Im' lu^t'ssarv' at times to 
quote rates belcw’ cmi in order to develtjp traffic. 

The certificated carriers tcndctl t() treat the trans|)ortation of 
freight as a l)y-prcKliict of their main o|^>efrations in tlie traiiSjw^rt of 
passengers, mail, and «'xpress. The nonccrtificalt'd carnei-s, on the 
()tlu*r hand, transported frt*ight as their main and onI\ product. 
Although all certificati'd cuituts wert^ requested to [uesent an ex¬ 
hibit .showing l)otlj ie\enues and expeiulittires pertaining individu¬ 
ally to passenger, mail, express, and height ser\ itt\ onl\ one carrier, 
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Braniff Airways, submitted such an exhibit. 1'lie rc^maining com- 
])anies stalt*d that lack of information and tina* pievented tlumi from 
pr€?.s<?nling an aceiirale statement. Tlie statement oi HraniH Airwaves 
is shown in Exhibit I. 

The noMcertifiaited curritTs ser>ed primanl\ a few l.irge cities on 
the east and svest ( oasis. Slick Airvays ser\ful regularly rle\'en prin¬ 
cipal points, Cadifoniia Eastern seiv<‘d svwu, and the Flying Tigers 
eight. The ceitificated carriers, on the otht*r hand. ser\ed a sultstan- 
tially larger nunil>er of cities; Anierican Airlines, for example, pro¬ 
vided all four of it,s ser\ ice.s to bo cities broadly dist]ibut(*d over the 
United Slate.s. Unites] Air Lines, similarly, emered a wide gixr- 
graphic area. P(^A and TWA served a smaller nnmlier oxer a some¬ 
what inort* re.strictexl gfsigraj’ihical area. distance factor w'as 
greater for the noncx*rtificat('d than for the certificated carricTS. 
Average k^d w^as also greater in the noricertificated carriers than in 
the certificated. Both distance and w'f*ight factors are sliowii in 
Exhibit 5. The,se factors, which affeclfnl tJie exists of carrying freight, 
became one of the principal {)oiiits of dispute lietwmi the two 
groups of carriers as to the nature of cx.’rtain awts. 

The certificated carriers basfxd their main argument upon tl>e 
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principle of "out-of-pocki't'* costs diicctK ;ittTi!MitjIile to tht» provi¬ 
sion of air-frci'^ht Si ivif f’. In tlieir arunnH’iits l>cforc tlic O.AJV they 
{H>int(*cl out that, In'caoM^ tlicir ain iiift providinl rcjiularly schrihileci 
iliulits for the carria^i* of passeniii-rs, mail, and express and In^eairw 
lIuTf was adecpiate nrntsed eapacitx in thes<‘ carriers, it was not urv~ 
essary to include as costs r>f freight serxic-e any expenses for flying 
ojK'rations. dt precialitMi ot ilx ing 4‘<jinpinent, and ground op^ratifiiis 
which would l>e carried on ev(*n if tlucre were no freight serx ic.'e. Ex¬ 
hibit 0 shows tlie average nnaithlx utili/^tion of lliis spaw by Anter- 
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icaii, I'niti'd, and lAVA, for the ten-month period ending October 

31 . mi. 

Sevenil factors were emphasized which affected the pc^rcentage 
utilization of this space. 

Sincr (freight I cargo moves primarily 1^-fween 9 p.m. and 9 a,m., nwst 
available space <ni comliinatiori planes during the pericn! 9 A.\r to 9 p.m. 
is not tommefcially usable. . . . During the period between 9 p.m. and 
9 A.M. C'nitetl originated 65 |K‘T cent of its freight Iroin its major statiims. 
. . . Since cargo moves primarily on week das's, a large proportion of 
the space flown on week ends is not commerc^ially usable. Tlie testimony 
of P(i,\ sliows that 71) [x*r c ent of its carge* is carric-d Tuesday through 
l*’rida\. . . . L'nitcurs caleulations do not relate tiu aviiilahle space to 
the place where tlu^ cargo deruaiid twists. If there is a cargo demand at 
Chicago, tonnagt* available mi combination |)laiicw at Ifeno is not corn- 
iiitTcialiv usable s]>iic<'. . . . When the directional fltwv of cargo is con- 
sideretl. a large projiortion of cargo spice on ccunbination planes is not 
t.'Oniim^rciiilIv usable. Ksbibits of United sht»\v tliat S2 pi*T cent of t‘iiited‘s 
cargo is wcwtlHiund atid only IH pT ci‘iit eastbouml. . . . For tlic* <‘er- 
tific'ated carriers as a whole the eastbouiid traffic was only iT.fi pe r cent 
of the wcwthonnd.’' 

Thero arc showm in Exhibit 7 comparative cost.s of freight service' 
for selected certificiited and nonceitificated carriers. The cohimii 
beadt'd *X)arrit‘rs' Estimate*’ Is the approximate ont-of^^ptK'ket co.sl 
to the ct‘rtificated carriers for the traiKsp>rtation of air freight. These 
estiinatt'S do not iticlude an alhx-ation of expendiltircs for personnel, 
facilities, and etpiipment at stutimis where passenger, mail, express, 
and freight traffic are handled jointly. It was noterl in the hearings; 

addcnl cost argunu’uts appear valid with respect to station 
p-rsoiuirl. facilities and eijuipment at any point where traffic volume 
is low, llwt IS. where all trafHc can he haiKlhM:! bv the minimum staff, 
and even \%here greatrrr volume would rtHpire additional clerks and 
handlers, some economy might ctinceivably f>e realized by having the 
station manager take on the atided supeniM)r> work. But when the 
larger traffic points are amsidertnl, the arguinent loss's force—as freight 
traffic grow.s in volume the relative amount that can mo\ e in combination 
as oppiseil to all-cargo equipment will becfirnc less. A consi<lerable all- 
cargo operation at any piiiit will make nect».ssi»r\^ separate freight terminal 
hufulUng and loading facilities, perhaps at a tliffert'iit aiipirt than is list'd 
for jiassenger flights, Hathe^r tlwn acquire additional space for freight 
reservation employees at the n-*laliveK' evpmsisc locations u.ved for pas¬ 
senger .sales, ihev will doubtless Ih^ IfKrated in Ie.ss costly space, proliably 

Rnef ii i niud /or., tfw M'nmautk’^ liitarj, March 22, 

pp. - W. prmtm, 
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COMPARATin: COKTS OF FREUJHT SKUVIi’F IN CENW n:l! AVAIIAWUC 
ANO PER Anjr jfri’.n rkvi'm e Ti»N-Mn.r for si;i.Kc*reD 
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at rlu‘ hTinitial. \s traffic ^row>, a lairlv sr^iryatiuii of 

pas.s<•n^^•^ anti ojKTations will ln|I<i\c, Aiiv appn't iahic plnsical 

separatnai of pa.svt^n^t’i anti lic iiilit loading points would tt ral to loiiut.-#* 
llu- practicahilitv of nsint; passL^n^t'i-plaiH* spatt* fin air froiulif. Tluis, 
w'liilo thm- is lonnil soino nu'iit in tin- addoti ctisl prrsrntation of tin* 
carriers, as trafHt' incTCMSc's il tliat tlir opfTations at major 

l^iints will t-losriv rt-somhlf tfiose of an ind* pt ndml all-t'al^(^ oju-rafc'ir. 
As t<i station C'osts at rvlativflv Miiall trafiit' points the armnnrnt will 
probably remain valid as against a conventional oj>iTation wriiiij;; prop* 
ertv only.’ 

In one instance Arneric'an Airlines estimated tlu* cost of carrying 
freight in combination planes at 2d cents [xt ton-mile,'’ wbile Na¬ 
tional Airlines estimated its total vo%i of freight transjxirtation at 
S6,54. the cost of printittg weighbills. * It was the use of these eosts 
as the lower limit to air-freight rates to wliich the noiu.v?rtifjeati*d 

‘ Ftamiiwrf’j! Rep^ni » I>KkH So -SJO rf ai}. pp 

" Knimineir'^ Ar;iert ^(^A B No 1T05 et tji >, p 252 

66, p. 4S. brief ,>f Puhtu Comittt C AB iC AB. IXxkrt No 1705), 
pp. 32-48. 
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Ciirriflrs objected,*’ They tlainied that t!u‘ certificated carriers, on the 
basis of out-of-|>tK^k<*t aists, wen* charging rates Ixdow tin* cost of 
service and wcr<» engaging in ttnfair ttimjx^tition, Tfie noiuTrtificated 
carriers iHintendetl tliat jwiine rd tiu* flying, d«‘j)rc*ciatU>i», and niainte- 
nance costs sliould \h' charged to the carriage of freight. They fur¬ 
ther clatiiied that, fwcanse of uir-niail payments, the ce*rtifh*ated car¬ 
riers could fly freight at lower ratios and coiniH-nsate theinseUes for 
any deficits l»v |K*titi<iniiig for an iiKT<*ase in mail payments ’ The 
tsi*rtificated carriers denied this and in their defeMise argued that any 
such revenue from air-lreight M*rvice over and ahose their out-of- 
^Kicket costs rvilurvd their riee<l for airmail subsidy. 

Public counsel of the (‘.AJi. raised lht‘ (juestiou of the future of 
the nir-freight Imsiness, It was j)oinlt‘d out iliat in the* first niiie 
months of 1947, 70 [H*r (‘ent of all reveiuie-ton-miles of freight was 
earrit*d in all-cargo planes, ()ul\ 417 per (X'lil ol the re\ enuc-toii- 
ntiles of freight carried b\ certificated c'arriers was, howcNcr. < arried 
in all-cargo planes/"* VVitness€\s lor both f ertificated and noncerlifi- 
cated carriers wen* confident that the air-freight imlustry was at 
the beginning of a long period of great growth. All parties conc<‘rned 
were asked to (estimate tht*ir I9IH fi<4ghl ton-milcvs. The total of 
th(‘se estimatf's n>mparcal t(» the ac tual experie nce of previous years 
Ls shown in Kxhiliit S. In ch^erintuing the future relatisc' imjwrtance 
of the* all-cargo plane and tfn* eombinalion plane, it vsas recogni/cd 
that the ini[K>rtant element was not the growth of freight traffic per 
jfc but its grow th relative to passengtT traffic. If the Ireiglit traffic in 

tt»< S«'f>lriiitn’r iU. UMT. C'.ipital .■Virluu-s irjx^rn’il that tlir 

total rovhif its all-<Mrijo o|n’rations as U'.ia ti-nts, Kor tliis same 
ciiiiirtor, thit'l l Hvum «i»sls trnl^ |H'f toft-oiilr ami imiirt f t o»stv wen* 

|><'r Ion null'. uuKniv; a total ol T.-i ^.onls tola! vt*\U prf ton-uitlr, riu- 
ioUl Imv fit! oiH'ialiiiUN ol all i «'\piipiiu'ta iimooulrtl i<j ■SJ0.V>.'5S t.'ii the* 

niilr.s flown. ('.;ipttal .XirliiU'S h.ul ojx rating n-MMiiios td from rarrv- 

nu; Ifftnhl oil its t oiiihinatton airplaiu's. on ihi ol -4 ton>inili'\ of IrH^lit 

on n:Miuiinati»»n plam-s at a <^f fi •> too!*; jn'r mih'. total i*>sl of on rum- 

hinatinn airiTaft ainouiitril to S27.‘>Hri, U-.oim.: a nioht ol trom freight ojMra- 

ttotoi on lomhination nKtiics SuhtraitiTiC the U»‘s tui ali-iL.ngo freight OfM'ratious 
If'iivr.K a net pntfil of i7l.tHi(J for all irrigfit ojHiiitionv of Capital Airlines Owing 
to a siihsitantial im rease in voliitnr. attr(hiite<i to low er f ati'\. ( aipilal Airlines shmved 
a net profit on its .illw argo. as well as it*i t innhtnal.ion. ojvrations of fn-iglit si’n ice 
for the months of f> toWr and N\*vemf»«.'T. UM7. 

"In dtHennintng the Iior-mail| rate in eueh «;4.se. the Xiithoritv «hall lake iftlo 
eimsidriathin atiKing othr^r taolors . . . the rn'inl ol ea< h such camer for (-<.fruii*iiisa' 
tk»n for like lrans|>ortAlioii I'f mail sufficient to insure the p<'‘rf<iiniarK'i^ of such 
und together w illi all otln-r restniue of the air i amer, to enahU* such < artier 
nmier fiotn-st, et^tnomiial aikI rlFinent nwriiigemcnt. to nuintain awl continue the 
develn|m)enf of au trAnsimrtatHm to the e\t#*«t anvl of the chara<'ti*r and quality 
retpitml for the iumnM*r«e of llie Cnitetf Sfiifes, th*' Co«(.'il Su n he. arwi tlw- Natioiittl 
Defenw.** Aertmantu's ,\cl of Ses'. 4fKf (h!^- 

** Hrurf iff CiHtnM'f M C .\ H . Wrrrrh, 22. /<44S, pp. 
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vAvrr l*‘(v%(‘0‘)} s 'r.-K-fN-sJ ll«oii tliM 

IfTfL < 1-(» ;(-Ak<' IL*- -liiVi* 

♦ I»)| i'ol*'** !»> (■ f»ff»4r> )r;.u; IM.'JK lo 1J74I4 jtK)% Kii'fftxjff.l nurrwrw 

front f*U' .'f «n!r(«n .4 ,01*4 »i-« ■) i'.H'» AL 

t {t.* X4ii» M.»'.»<» for i». p.rt.V 

^ I( aosMTiirt-f loiltiR fj. Um-UitUt- <»:« Ljwj* >4 
«4«it«?4-r f.^-r AJ-KT" 4^ 

S.'>UT<*l’i* H<i34»*f»,r» 1 ttunt *f\t f ' ,f"'ir" t '» ,M* 

f«rn;tiis !> i', h’uf U. i .A ft < H l.Lwkf'I J ti - 4 .' M*rch 

J*’. 11.MK', 

llu’ future were to tjrow nuioh rnorr fhan tlir passriiiiir htisinoss, 
thru till' Imul W4iuU! hr toward a proportiifuatrlN ]L;iralrr iisr of all- 
targo plaursJ Exhibit 9 shows tlu' growth of property traffic tom- 
pared to pa.vseiigrr (r;iffic sii»ce 193S. 

IfAtiriiom «f Mr < H SiihOl ttwnfisMit rf tlu* Ki.sfxi. At^riM .\n XiihiK-A,. In^ 
Mr. SaiitiK m Aiithtk lutur»’ fhtiikdtj;!; iiU«ut atr trr i^a, <t<» vmi 
antui()«Ltr that in<«t of the fT«'!):ht iii the futuff.- v.tll ti*- rarri***! in • niniMfuitHin a»r- 
4T*ft or in all-t wtgo typ^f.O' 

".Atum cT. 1 think iho tmul will U* Umarcl i am ine a hiehrr proportion than m»w 
m iiU-frrjeht plaiM*^ In r.tlo'i wortiv. w>- ^nv ilffmitrly prt'ptHnnj; t<j add A4Uhtonu4t 
all-froij^ht plunt'^ to <ojt vmitr . . . and ihf' tHilk of thf tonna^*' will W caituxl 
ill aB-friM^hl plam»^." 

of Mr Mtairr of I’nth'd Air lanrA. 

'XhicifMW. In view of this tremi ft««wafd all iarco-plaia^l on itytivm, 

would if be fair t<i sav that flw MH-tare*. pUriFe wtII an iik reaidne; mip*»rtiirM.'4i 

111 tlTie <'arriase of fn ieht Vis t'niUNlr' 

"AfisurT: If vou are hraiktnsj into ll*r ulfiniaU futun*, 1 think Hrief of Puhtic 

Crwfur/ /«> C AJI. (C AJB No ITOA a! . Mafth 22. Um), p. 2a 
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Public cronnsel of the C,A.B., Iwiwcver, stated tliat “the combina¬ 
tion plane has a definite place in the freight field. It enal)les com¬ 
bination carriers to provide an exfK‘dit<?d around-iheclfK’k service 
which benefits some shipjiers. It also enables the carriers to serve 
small t(»wus wIut<; the o{K'^ration of all cargo planes would not be* 
ec^momieally feasible."^* 

Qi-F}rnf>Ns 

1, I)f» y()ii imrof witli thv position of thr certificated carriers coru'cniini^ 
(Hwls of carrying air freight in eotnhitiatif»n planes? 

2. F]xhihi( 4 shows (hat only a small share of total exjwnses is attrilnitahle 
directly to passengiT traffic. Would tlie reasiniing of the ccTtificatt‘d 
carriers with regard to air freight applv with e<piiil force to passc ngi'i 
traffic? 

X !.)oes the c ost stnictiirc* of the* noncertificated carriers inalo* them more 
WMisitive tliaii the trrtific-ated carriers to rale changes-^ 

4. From thi* standpoint of the national interest in dr\e loping improved 
transportation, what costs presented in this case are significant? 

Lofv^-Run Variaiioihs in Cost 
Caxr in-^% ( xivEP sTPius civmvivnos^ 

Tlie l^iitcd Stores Corporation o|H*ratc*(l more than 1,000 small 
departmc'pt stores thronghout the l-niled States. Most of the stores 
were IcK'atc'd in cities and towns of less than SO.tMK) {xipiilation. The 
merchandise* carried was men’s, waiinen’s, and <*hildren*s clothing, 
dry gcxids, notions, and misce!Uiru*ous items of w'cariiig apparel and 
general merchandise. No furnishings or appliances wen* handled. 
All sales w cit* for cash exce pt a comparatix ely small volume of sales 
to institutions. 

Orgaiii/ed in U)tK), the United Ston's CorjKiration had acquired 
mmu'rous store units by purchase in tlie period to UKK). Thereafter, 
the iiK-rrasr in of op<-ratiiig units wont forward more slosviv 

and eltiefly !iv org.uii/:ition of new units instead of throu^li purehase. 
Iti tlw t^arlier years stores Imd Intui ojM'ratwl diiefly in small and 
niediuin-si/ed tcmns, but in rt^eenl years the coqioration had opened 
units in tnimv larjje cities. 

In the spring of 1949 the management of United was faced with 
a decision regarding tlie size and lrK:^tinn of iicw' store units, Tlie 
corporation luiil strong cash resources and m» funded debt. Ample 

^ FictiliouA nanir. 
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OPERATING DATA FOR DEPARTMENT STCmi« WITH SAl>>« VOI.l'MF.S 
IN OK $M100,fla> (HMS) 
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|>rf>fits in thf' postwar |>eriod made it prissilile to expand the organiza¬ 
tion throngh reinvestment of earnings. One group \\ithin manage¬ 
ment lx*lieve<l that a continuance of tin? corporatioirs traditional 
policies of srnall-.store ojMitration was most desirable. Another, be¬ 
cause of tlM‘ growth of industrial payrolls in large cities, favored 
emphases on larger im-tropolitan units. 

Examination of data aillected by the Harvard Bureau of Business 
Researcii for de|)art7iient stores indieuted \arious ojx^rating cliarae- 
teristies for large and small stores (see Exhibit 1). Among the mer- 
ebandi.sing asjM^ets of tin* business fi.e., op<*rating eharacteristics 
primarily affeeting gross margin) it was noted that large departmt^nt 
stores tended to have a greater share of their sah^s in home fiirnisli- 
ings and small wares and a lower pn)j>ortion in apparel, aeeeKsories, 
and piece gcHids than did small stores. Also, large stores had higher 
average gross .sales transui tioiis. retunis and allowanee.s. net altera¬ 
tion eirsts, and stock‘turnover ratios than ilid small stores. Mark- 
downs ill the large stores were c'orrespondingly lower. As a result, 
gro.ss margin rates in the large slon»s were high(*r than in .small de- 
[Kirtrnerit stores. 

On the other hand, large store.s eliaracteristicallv had higher total 
exfieuse rates than small stores, I'hese higher c^xpeiises were c hiefiv 
in the following aivomits payroll, advertising, supplies, ser\ie<' pur¬ 
chased. other uiielassili«*d e\peiise,s, conininiheation, repairs, and 
prolessional st rs ia*^. The large stores encountered lower ex[K*nse 
{H'rcentages for interest, traveling, and insitrancr*. C'lassified accord¬ 
ing to functional divisions, there w'ere lower peretMilagcs in large' 
stores for administration and general expense', t'xeentive salaries, and 
real estate ci^st.s. Higher costs wt'ie met in ojxTating and honsekeep- 
ing exfHmse and in selling and dt'livery expense. 

Ql>3iI10NS 

1, In exnuiuhng th»’ iiumher of stores in the chain, on what size unit 

should the St(»res C'orponititMi uMieentrate its attentitmy 

2. .small relail units iiw»re elfieiriit than largt‘ nnit.s? \\*hat factors 
«>ther than si/e aHecl the msls and profits of retail stores? 

Casv UI-S: LOSem S CO^TS IS A ( II MS Or SHOE STORES 

Tlie following exei^ipts arc derived from a case study of a retail 
shoe chain by Ji.h' 1 Dean and It. Warren JanH*s-* 

* /7*t^ Hriunkvr tif iUwfs in a Chain St^*rrt A Slafittkal Anafysiis 

Sonia’s m JSdinmistTatnm. Vol. XII. \«. ■>). (Chi¬ 
cago: l..’n*ver%a\ at Prt^vs, 
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STATISTICAL ANALYSIS 

The objet'tivo of this statistical analysis <if a greujp nf retail shfH’’ stores 
is tc» clelerniiiH* the iitfluenct* of the size of a store on its cost of op<Tatio!i. 
Before tlie statistical lesulls are prt'sentetl, however, if is first mn't'ssary 
to (X)n.sider the nature tif the information available anil the problems 
involved irj ineasurinu; siz** and cost. Siiiioo A of this chapter is loiise- 
qnentlv devoted to a descriplion i>f th<* samph‘. while Sections B and <!I 
are coneerm tl with the rnt^asurtMiieiit of st/e and c<»st, respectively. Sw- 
tion U deals w ith the actual results of the statistical analysis. 

A. NaTCKF r>t THK SaMI'IK, 

rroin tht‘ si veral hundred stores operatf il hv the ])aient .shoe t‘on>ora- 
tion a sample ot fitty-fi\e stores was selected for tht‘ purposes of this 
aitalvsis. Aiinua) tlatu on the retail operations «if each store uctc made 
available lor the two years I9d7 and 191S. Iht* siunph' of stores was 
s«'h‘cted in smh a wav as to provide a fairly uniform eovrruj];e of various 
<qK*ratiiii» (onditions. \ii attem|3t was nuuh*. therefore, to ehtwise a ^roiip 
of sfttres seilin^; diflerent proportions of the various tvpes oi sIwm's whicii 
wen*, at the same tiim*, repri seiitativr of the sales volume of the stores 
in th<‘ chain as? a whole. 

In order to M'lure as Ini'll a de^ret* of comparability as possible tlw* 
sampli' was furthi r n’stricted on the basis of the followini: considiTatioiis. 
First, onlv (hose stoi<*s situat(*<l in the metropolitan area of a lanje city 
wiTi' im lulled. It was thus possible to mimmi/e rei^iima! v ariations in 
wat'es. rentals, and puhhc utilitv rates. Moreover; since this area is under 
the control of one sujXTvisor, differeuces in nianauerjal <dFi(‘iency at- 
trihutahU* to sii|KTvi,st>rv skill were «‘liininated. Second. ;dlhoiu»h the 
parent shoe corporation opiates siweral shew ehains, eac h of a different 
price ( lass, store s from onlv one of these chains were iiu hided in this 
.sam})le. in order to iobtain the homoj^eneity n{ sales service associated 
with uniformity *>f selling price. Third, the sample was restrii ted to those 
stores selling men’s and hoys* and girls* shiM‘s only; stores selling vvomem's 
.shot's being c xchidt*tl. Fourth, stores recnuitlv (>peiit*d were <*\('lnded from 
the sample, on the grounds that they might exhibit inark«*d peculiaritie.s 
Ix'cause of immaturity. "Immaturity" in this ease signifi<\s not only tliat 
sx'stematic iindernfihzation may exist hut also that sufficient time has not 
c lapstx! to allow the .store to adapt its inercdiandist* to the sp cial char¬ 
acteristics of its market, Fifth, soon* attempt was made t(j wieert th*' sam¬ 
ple on the basis of a nitifnrm time distribution tjf vale s, but it cannot bf* 
cUimc'd that this was rewardtxl with any suct ess. 


.A.S far as the factor market which confronts the firm is com'^Tued, it 
app'ar.s that the demand of the iiidividiia! stores is such a siinall propir- 
tion of the total tliaf the prictrs of input factors are independent of tlie 
action of the indisidtial store. Kveii though there in ceittralt//*d pur- 

* Thn-Y- ttt'o vears M'lcxleti fK»lh nf llH'ir mf'twi'V aiwril b^t auvr ihiy 

CK tTir in niarkix.lW diHmmt pha!i«!S of I fit Inmm’vs «yclr. 
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cliasing by the sImhj t*orporatk«i of some supplies aiid some centralized 
hiring, which may ailed factor prices, the influence of any one store c'an 
lx* neglected. 


B. Thk VIkasuhkmknt of Sizl 

TIu* cf>fia^pt of llu’ si/.v of the* iiuiividiail firm is not a sitnple one. 
Si/e, liowevri rneasun'd, cannot be dissociated from tapat Jty in some 
WMise. If is neccN-Siiry to make u primary distinction between '‘technical” 
and "ee<ifMiniic ' capacity, 'rethnital capacity relers to a inasiiimm rate 
of ojKTiilions., an npp-r limit set by tl»e technical cJuiradcr of the plant 
and erjtttpment. Kciinomic capacity, on the other liand. it fers fo some 
rate ol f»perutions which is optimum from the [>oi*il of view ol t'c»\t, i e., 
the rate at which average cost is a intitimuin. "Noimal” capacity, in 
adriiliott, may refer to .some average or riaxlal rate of operations sshich 
IS iMit asstK'iated with f/ither tf*thnical or eitmomic ca|)auty, 

Of fhi* inanv si/rM:oiitt‘pls possible, it is lu^tvssary to select oiu" whicli 
is pradicallv measurable, relevant to cost, and whiclc at the same tiim\ 
pt'nnits compariMins of the sizes of different firms. Therr* are available 
several concepts of size wlncfi can be rm‘asiireil and which art‘ not 
without significance for cost. 'Hie choice can lie nai nnvt'd to tlie following 
three types of im-aMire; i 1) physunil si/.e of plant and tH|uipinent. (2) 
input capacity, and {>1) (aitput ca|mcity, 

1. llli: AMOINT or l'IXFJ> F.gV’irMKNT 

Si/e may refer to the aggregate of productive resonries that are not 
alteralile in the "'short rim/' Tim* amomit of fixed eejuipment, however. 
IS dilftcnU to measure in tenns that permit interfirin comparison, unless 
the <'f|inpment is higfily stanclardi/4*d and in hornt'geneous units. It 
eejuipment i.s standardi/ed, significant aspects of size for comparative 
purposes could Ih* obtainetl—for eAamplf\ bv aiunting the niimlKT of 
.spindles in a cotton Tnill, the ruirnlx'r of In^ds in a fiospilal. tfie nurnlMT 
of knitting inaehines in a hosierv mill, or sonu^ such similar unit ‘ fti the 
east* of sImk* store.s, one can obtain pfivsical measures t»f plant .size from 
tlie numU'r of seats in a store, the area of floor spate, or the numln'r of 
S'liiitdard liglitiiig tiiiils' <ii eledrital fixtures are suflicientiv .standard- 
i/etf). .All these inf'asures are subject to such a high rlegrt'c of accidental 
variation, fmwever. that none of them gives a tnistw'orthv measure of 
.si/r which p'rmits iiitersture comparability. 

2. ivin.-T ci^rArmr 

It may jxissibh' iu .some instances ti> devise a measure of size based 
on input capacity. A commonly used index of .siz<‘ is the number of 

in ChaiT)hr'Tlir)\ trcsitnient of the iiKtividiiat ftnii under inonop>U«tic emn- 

petititMi. outjuit w eitlatdishftl at Mxnr Ur\«t less than tlw- i-aptuity. 

^ The* ns*' el vvKir tumsurint, while* a has the* tufi anUgr of t'ompanng hwwiv 
i^thvvhal units. raiiK*s pfoblniM frf saluations which neeJ not he 

c^^midemf hete, 
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tmpioyees in an enterprise* (in census cksstficaHons. for example)' Kaw- 
rnateriai inputs may al.NO serve this purixwe—-for example, ttwf erude-oil 
input of a rrfiner\% the sisw* of the clwrge of a blast furnact*, or the 
MiimlKT of tons of ore pfT day a crtishinu; machine cau handle. It may. 
lioweN'cr, often lie t‘\treim-lv diffieiilt to wh^et from the complex of inputs 
that asjx'ct which is most relevant. Ksp‘<udly when hinnaii servkx*s are 
involvecK the concept c»f i»ipiit capacity lacks tl»e precisioti which is 
flesirable vx hen measurciiiejit is required. In the case of retailing, wbt're 
the doniifiant input is labor st*r\icr, measurenuid pn*s«*nls cstjecial 
difficulties, .so that input measures wi^re reject«‘d as a jMissible iialex of 
size. 


3. fHTnn”r CAPAcrTV 

.Another alternative is to Itiok on the' si/e of a firm as define«l by its 
output. Here again, howeser, .soiiu* im|>oitanl <iilfi<‘ultie.s are em(Mintered, 
Tiist, wlien output consists <»l \arj<’gated [irodmt.s. a <<>mple\ measure* 
menl prt)bl«‘ni is introduced.* It may. therelore, be necessary to «*mploy 
imlex numbers to deal uitfi cases of rnultiph- pOKhiets. Second, if is 
necessarv in tln.s easfv as \U‘ll as in the case of input <apacity, to dis- 
tingui.sli xshetber output represi'iits the maNiniuin possible rate of pro- 
duttion. lh(' optimum rate (for a given body of fixed plant), or some 
iiKKlal rate. In one of tbesa* cases tht* tneasme of size by output is clearly 
superior to anv otluT. This occurs under tlie circumstances in which each 
output is produced at tlie minimum total cost for thiil output. Here there 
is a one-to-one corres]>ondefice between output and si/«*. although it is 
true that tliis cast* may nqjrescnt ideali/ed behavior. Despite th<* fart 
that firms rarelv operate under th<*se miniinuin-cf;st conditions, the use 
of actual output as represt^nlafive of si/e is llie most satisfactory measure¬ 
ment dex ice obtainable. 

The next (juestion to be consitlered is the information which is avail¬ 
able concerning the output of tfie slitie stores, 'The total salt's of each 
retail outlet in the viunple are cornpo.sed of tht' following tv'|H*,s of 
merchandise; \a) mens sIkx's. [h) Ixivs’ slioes, ir} girls' (d) 

hosiery fl>oxs\ and girls’), (v) rublM'i's, (/) sundries. Thesi* rate*- 
gories are seif-expianatorv exa^pf for sundri«*s, xvhitfi include brsclnxim 
slippers, shoe liu*es. .shoe polish, and other small accessories. The dollar 
volume of sales of each categfirv was available fnr 1937 and 1938. and 
information conceniing the phv.sical volume of sales of men .s and chil¬ 
dren’s shoi's xva.s al.so prox ided. Thi* a.ssortrnent of shoe stvl€^'i xtock<Hl 
differed somewhat from store to store, but infomuition concerning the 

*The sujjcrioritv of an inptit incastirr arises wficii thp clcgrisc of input hrirm»- 
geiRMtS' is mvatrr than tli*? ckfirrr* nf output hotnf^gf'iunty, r.g., in oil-rrsning it is 
sunpler to uw the input of i.nidv oil ratlMrr than thi* onnp)**» of fMul-prfKiuf tx. 

*Thr lack of <iila omrmiinE the physicat vohjnii? of »al«si of hosim-. mbhers. 
and auiKlru'S constitolni an important gap in the data, whti'h prrventi.'d examination 
of the cfiect on liehio ior of ^arx'ing the jM-oportion <4 phyvicii/ tatei cxwn* 
posed of these mbcelkrHMnu item«. 
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of Umk* sales with respect to the various aiaf stvlt^s was 
not available.” 

With thb iiifonnatioo at hand, the next step was to derive from it 
some smtisfaetory index of output. Hetail sellin^ output is best I'onsidered 
ns the protiiKtion of sales servict*. Sales scTviir is the C'oiitribution of the 
salesman to the prosfK*ctive purchuMT in the form of help, advice, 
:in<l ex|H‘rl kiiowlrdi;e. Witlwait tcK) much viol«*iice t«» tlie facts, this sales 
SfTvitNi* can lx* treated as a hofraigeiieoiis prcKliict. Althoiit^h tl*e f|iiantity 
and quality of sales serxiee [X*r tratis<4ctiou may tliffer sonic^what fnun 
typt to t>'ix\ from style to style, Ircun store to store, and from time to 
time in the same stoie, file variability id sales service is ne\ ertbeless 
limited. There are several influenees mak^^^ for niiih^rinity of stTviee 
staiidards, T'or example, all the stores in tlie siimple are in one city, under 
the same sii|>«'rvisor, and have stuiidardi/ed reemitini; and training pcil 
icif's. Moreover, the employment f»f extra salesmen drawn from a tfiiim^d 
reserve force tends to prevent serious impairment of si’rvict* stand.irtls 
ditritif' rush jX’ri(Kls, Since marked detcTioration of ser\ ict‘ uradd resnit 
in loss of eii.stomer ^ood-will and pationam*, it may la* presnirn*d that, 
with ^ockI inanat^imreiit, efforts will he made to t'cmfine variation in 
servicv rjiiality within narrow limits. The assnmptnm i.s iirohablv < orrect 
that the iiitaiigihli* output of salt‘s servic't' is hii»hly eorrelatc'd with some 
asj)eci of retail transactions which is capable ol mcasiirt*Tnt‘nt Tlie im¬ 
mediate problem is to selec t some one c'omposite measure* of the volume 
of shoe* .sales in eithc*t plivsical or value terms whic It will most reliably 
refli'ct output in terms of sales sf*rviee. 


Despite its omission of snndrv' sales, it was df*cid<’d to c'lnplov number 
of pairs of shoes sold, iiK'lndin^ both men’s and childieirs sIhk s. as the 
he.sl available* ind<*x of onlptif. This choice was made* on grounds of 
ts>u\'enif'rue and fiecanse a more satisfactory iiieaMirc* was lacking. 


I’lir. Mi AM IIF.MK.V! OK ( a IS I 

Tin* primary cost data made* available b\ tin* shoe c'orpMalioM show 
the details of the aiinn.d evp^tidilure nt each stoic* in the sample. The 
total operntint; cost is broken down into twcaitv-threi' accounts, for each 
of wdiicb the annual total is known lor the* two vears and 19TS. 

Tw*o of the elements of C'ost listed deM*rve >|H*cial mt*ntion. lum't*\'er. 
These ur<* j^«*neial indirc'ct <'\|H'nse. whic h is an alliK'ation to each store 
of Its share of thi* evjHaises of the chain as a wliole which cannot he 
ac'curatelv charged to one accxmnt. and administrative ex|HmM\ which 
IS the share* of the eorporation's central administrative* ev|x*nses chari;c*d 
to each store. In v u vv of the arbitrary mc^tluKf of alicKation, it was c*oii- 

* SUiue the stvlr\ atiH si/es sl«*i‘kf'rf werr tulapled lo the jKviihunfies <>1 the mtli- 
s'uhial sUve's ehruteh' \%ir,hnt the hmils t>f the statxLinl 'jlvlr*j» earntsl fn* the ihain, 
it tmUkeh that Helen»ci*nritv m the sahN-serv nv unit 

lean the rekitiveh minor slon*-tiv.stptTp vartutuKa in avM>ftmt*nt of stvlcr* 
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sideml that inclusion of thf jm* two cicinouts inif^ht ohscniri?* the rela¬ 
tions which It is desired t<» inNestii»ate. Cx>usf.Hjiiently. in the calcuiaftnn 
of opc*ruting C'ost these tw’o elements were omitted. 

Ill order to obtain an insight into the l>id\ii\ior of hrt^ader eat# j»ones 


of cost* the eleiiuMits <»f cost were < 

1. S^'lluiC 

u 1 salanc*^ 
h ) o v^K^ri^•^ 

r‘ rinjlit(hv^tnid 
it' liotijfjy iiNA.iid 

2. Haiullirn; « xpn.V' 

tl ) tU lutTV itU luiisMU MlivMUIti. ')Ut- 

h<ni»d, afttl ) 

I ! JtfMtI.lIU (' 

fti I r* Kt 
n ' 

r*) lif.it 

P‘ \M!nin\«, fijspliN 


diissifiinl into the folhming groups: 

r' sluti- luintis 
^ ; a<K rrltsiiis* 


k ! 

q ‘ n juir^i 
si watiT, nr 


D. STATISTirAL Findisos 

*\s [viinted out already a st parati' anaK sis of the relation of c^st to 
output ifi tlu* fift\-fixt' shoe storev was undertaken for each ol the years 
1937 iiud 19iS This was advisable not only because of the lack of 
precise ccunparabibty in the data for the* twc) years but also bc'caiisi* of 
ibc' additional coufirniatiou that woulil bi‘ afiordr^d bv agn^ement in the 
two sets of rt'sult.s. Freliminarv exaiiiinatioii of the* relation Ix’tween co.sf 
and output indieatcHl tliat the pattern of cost Indiavior was csscmtiaily 
the same in both years. 

Iliis preliriiinarv analysis of the data by means of sc'atter diagrams 
showc'd the obvrvations to be distribiilc^d in a fashion which indicated 
logarithmic dispersion. This was snbstantiatcMl bv the* apjX'aranee of the 
scattcT diagrams when plotted on dcnilili* logarithmic papcT, Coiim*- 
quently, except in the analysis of average cost behavior, the logarithms 
of the cost and output variables were cMuployed in flie c^alcnlations 
thmughnnt the iinestigation. 

Correlation analysis vsms used as the l>asic statist Ir a) technique, either 
linear or curv ilinear functions l>eing fitted to the data bv the uu^IkkI of 
least vfiuares. The Fitting prexx^dnre was cairicHl through, first, for total 
crost, which is the aggregate of reportixi ex|-HMuiitures of the store, ex¬ 
cluding alifK'ated administrative exptuise and general infhrect expease. 

• TW inciii«ic»n uf uinclou f;li.splay iirick'r huildinc frvpnwf" tliau unrW .wlk 

ing pxp'ii'iw' mav h<' Il o claA««l ii% if is m>un)y lyx aiiM' of i0> vmjiharity 

to mt<'ru>r dispbv'^. ()ii thr other hand, ihi- whoir of a \\ ck‘v<itrf| in 

di^pUtyiug and acfvpfiuirig. <«» thsti if wimlrm d»ipby were rbsstfitrH^l a»; advertising 
5U> liliould rmK.h tiwf <ith^r huildiog rxptrriM*. Its im.hiv4on in onp xir the cither i*, 
hoss-rMT. net an iinpoitani 
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ftrtTond, the Iwdiavior (tf avirragf* <f»st, di*rivcd dfrf*<i'!y from tlw? data, 
wa« i‘xafntti€?d by mi*afi» of comThitioii atla)y5i^^ 


b TOIAI. 0^1 

lliii! r#*latioTi of total to phystcal \<ilunir of sIuk* <aU"s for 
and for JfIJh i\ sfiown in th#» scafti r diagrams ir) tho up|u*r and lovv«tr 
patn*b of FAhibit 1. A drtailod tvvarnioatioii of thr position (»l the indi¬ 
vidual stores indi< ated that the relation la tvveeii eost anil output remains 
fairly siahle during these two years, 'flie principal \ irtne of logaritltniic 
analysis is that changes in the niugntinde oi the logarithms of the vari- 
iddes in which interest lies represent relatise changes in the variahh^s. 
Ctuiseinieiitly. the slop- of a function which is in logarithmic terms 
gives the elastic ity of the fiindion of the variable's tluMiiscdves. From a 
knowledge of the heliavinr of the elasticities it is iminediatei) possihlc^ 
to deduce the sha|K‘ o( the cost-output functions. 'Fhc paralmlic shape of 
the fitted regression lint's shc»ws that the' reliitise change in cost is in¬ 
creasing. coiriparcKl t(» the relative* ehange in output. In otlieT words, 
.since the sli»pc‘ of the re*gri‘Ssioii hue is always hecomiiig steejXT. the 
elasticity of total ctist is increasing ove*r the whole* range of output. On 
the basis tif (his kiiowle'dge of the beViavior of total cost e*l.islicily. it is 
easily possihh* to translate tlw re'lations pt»ilrayt*d on the double log¬ 
arithmic scatter diagram into arithmi'tic terms. 

For esauiple, in nrilc‘r to analy/.i* the* hehavior of average' cost, if is 
iiect‘ssary only to in.ike iise» of the* pn»|X»sition liiat avcrage-ccist elasticity 
is eepial tf» total-cost elasticity riiirins 1, It is, therefore, apjiarent that 
unitary e*Iasticity of total cost ex»rre'S|x»nfls to /.ere» elasticitv of ave'rage 
<;eist. If total nist ela.stit ity move's from values le'ss than unitv to values 
greatest than unity, if is se em that the* corresponding elasticitv of average* 
c*ost is at first m*galive. then zero, and finally pe»Nili\e*. This ine'uns that 
the average-cost curve displays the* iariiiiiar v -shajx* with a minimum 
jxiint where average' esrst elasticitv is zero An inspectiem of FAhibit I 
indicates that for both li>i7 and 1^'>S tin* niinimum point tif the* average- 
eusl curve is reached at an output of approximatc'lv ‘kbtKX) pairs, siiicx* 
it is ut this level ol output that total-ccrst eliLstkitx' (the sIo|H‘ of tlu* re¬ 
gression curve) is unity 

It is unfortunate that only three ston*.s in the sample have outputs in 
exe*es,s of this critical levcd of oiwations, for one' can. thc*refore, have 
little confidence* in the precisi* magnitude of the optimum rate of ojM^ra- 
tions. This ihx'S not mc»an, however, that the significant change in the 
elasticity of total exist is attributable Onlv to the influimcx' of the large 
stores. Even if they are exciudfx! from the analysis, an upward l>end 
oixrurs in the regression liin*—in fact, it bc.*cx>me.s more rnarkcxl, and the 
paralndtc^ sha{>e of lh<* averagivcost curve is even mom* clearly defined. 

TTwre are. indtH^d, some grounds for the exclusion of the tlirt^e largest 
s:lor«*s from the sample. IIiom* stort's w-htch «‘ll more than 30,000 pairs 
of shcx*s annually nuyv have ,s}K*cia{ characteristics which set them apart 
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(niin the* smallt-r storeys in ihi* sample*. Tlie three larpo stores are located 
jh the Howifctown art!a and therefore are faced with selling; aniclitioris 
whiifi are diHerent frriin those stores hi the oullyini; regions. While 
downtowft stores have geiieriilly marked daily jHMk loads at ncHui and 
in the late aherncKin. peripheral stc»res are more liki lv ft) be Siibj«*ct to 
heavy fMak loads on fliflerent days of the week. e g.. Saturdays. This 
influence, wlhth de|>en<]s on location, may l>e sufficient to explain the 
atypical behavior id thest' stores. If one lonid Ik* sure that these stmes 
are not fioinogeneous, they could he omitted from the analysis altogether. 
If tilts were tlont^, there w'ould 1 m* stronger eonfirinatioii of tla* issisteiief* 
of an optim»Mi-si/4* shoe store for outlying m(‘tro|>olitan markets. How¬ 
ever, sinee. even without the retention <>f tliese large stores, the i^xistence 
of an o|)tininm .si/<* is clearly show'n, it was decidetl to retain the large* 
stores in the statistieal analysis. 


2 . AVWtAOK COST 

Apart from tfie informatiiin coneerning average cost ileiivcd fn>m the 
regreNsiiiii functions filteel t<» the lt\garithnis id tlii* cost and output data, 
.suppienu'iitaiy confirmation was ohtatiud dire'ctly by tlie analysis of 
tiverage-eost iM’havitir. Siatter diagrams were ma*le ol avriage cost pcT 
hniulred pairs of shoes sold tor the two years, tiu* picttuial representation 
of thi.s Ix'ing shown ni Exhiliit 2. Ihgression functions were also fitted to 
the average-cost data. The scalteT of the extreme ohst*r\ations is s<» wide 
that tfie Iwhavior of avi’rage t ost is not well tielined in tlial r(*git)ii whert* 
tin' optimum oufnnl was foural to he bv other metliotls <’.onst tpientK, 
the upwartl tn'iid of avt rage mst is not appar<*nl when the three large 
stores are exeludetl. 


I IIKORF rrc:AL a \ alys is 

III this theoretical part of the studv Section A will be devoted to a 
mimlH'r of pnibleins asstH iateti with tla* n.se of tmtpiit a.s an index of 
size and to the ilifficulties of obtaining an •uli*<|itute iiuMsiire of retail 
output Section H will consider the stati.stual result.s in the light of the 
theory of long-run cost of the individual firm. 


.‘V. Tfu: \A‘nrwK ANU Mi am RKMevr of OtTimr 

A primary difficulty is erM*ouritered in attemptiug to tiefine preciiscly 
the chiiracft'i of the output of a retail enterprise. Tlie traditional tlu'orx' 
of tlu* individual Bnii conxid«*ix the ontnut priHluced by tlu* firm to be 
units of physical t'oinmoditii's—gallons, mishels, or ttm.s, etc. 


Physically, nHail t^omintxliHe.s as a nile undergo no change in being 
plai'f^d in the luinils <if tlw' consumer. Therefart\ the treatment of prodiic- 
thni AS u physicxil pnK-ess of traiisformatton is not appropriate to retail 
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seltififi;. Nev«*rthrli*%s. tlw? rt^rail store imkes an essential contribution to 
the wniipU^iou ot this tfaiisformation. 

ITie assumption upon which this study is based is that the output of 
a retail enterprise corisists of tlu* services which it nuiders to puichrts«'^rs. 
'rhese M*rvic«*s plat*" the physical commodities c'lmveriiently at the dis- 
|X)saI of the' ('ousurncr, widen his range of choice, and add to his knowl¬ 
edge of cpiahty. grades, and prices. 

It is necessarv now to consuh^r the assuin]>tions nmleilving tlie meas- 
urcfiicnt fkf size by rate of output and to invrsfigate the bearing of the 
speeial features ol tlw' tyfrt' of retail cnter|>rise nnd<‘r diseussuMi on this 
identification. I’he simplest cas*‘ is the* representation of size bv “'fiorinar 
or planned output, whi*re tbe tedinh al equipment of the enl(*qirisi* is 
ud)nstrHl ideally to the originally planned output, 'fhe rate of <Mi!pnt is 
as.sumed to be uniform and syneliroui/ed to a re|x*titive (ItMUand situation 
for iM(‘h future pTiod c^r '‘we<-k.*‘ Mnr^'over. t'Cjiiipinent is assiunetl to be 
at all times utilized at its planned (apacity. This is. Iio\ve\<T. ati uhralizi'd 
case, and some ueionnt most be taken of the fact that all firms subject 
to <]aity. seasonal, and cyclical finctnatiuus in demand and using, lame 
the less, «*<pnpinent which outlasts successive wavi^s of high and low 
demand, fare a rec'urrent problem of unusi*d (“iipacity. It is not a (juestitm 
of errors of [banning in many cases, rather it is fores<'eii b\ thf* en- 
treprenmr that the existing demand situation gives rise to marked jx/akvS 
and troughs. It will be ('vsenfial ff>r tlie eiitrepren<*ur to secure norm* de¬ 
gree of Hevibility in operations. 


When the extreme variability (if output which characterizes retail 
selling is inticHlm-ed, there is no longer aiic clear-inl relation between 
output and si/e. IMants will be coiistnict«*cl so that p<’ak loads can Im' 
handled in some manm'r. but it may well be true that under siu h eircuin- 
stant'T'S the iiunimuni'cost combination cannot I.k’ achieve<l for any out¬ 
put. Hatber, the fixed plant may be designed to achieve sufficient fie.xi- 
iulitv so that it Is pissible to pTO<hiei' for dcanand in both the jx’aks and 
the troughs, A.s a re.sult of such an uneven time distribution of deinaiKb 
therefore-, the prtvi.si* corrt'Sjxmdenc'e of output and size which is rtdevant 
in the caM* of uniform and repetitive demand dot's not e.xist. 

B. Ti«: Thkoby ok Lono-Hi'n C<i>srT of nii: iNWviia ai. FmM 

F«»r changes in output volunx* that promise to endure for a long pt'riod 
the typical bt*fia\‘ior of the entrepreneur is to adapt his finn comph*telv 
by changing the si/e of his fixetl plant and cxpiinuHmt. as well as the 
rate of input of nmre easily variable factors, with a xiew to obtaining 
tlw' luiiumiinvarst coiubination of inputs for tlK* im^v level of (Hitput. 
This t>*jK‘ of adjustment will he deuotcHl by “total adaptation.** 
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Attention must now he directed to tin* beha^ ior of the total cost-output 
function under the asstunption tliat all pitxluctivc i^^sources are substitu¬ 
tional and freely ^ariable from zero to indefinitely large ninounts. This 
is the traditional case of the '‘long nin,** which is consideretl to mean a 
state of affairs in which frtn? variation of all ordinarily fixed pnHhictive 
resources is possihlt'. 


Under the assumptions statf^h there is ih) reason for the optiinuin pro¬ 
portion of factors, established for one ont]Uit, to be diffi'rent for any other 


Kxhihii .1 
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lexcl of o[x*rations. Under these circiimstaiic‘t‘s, for tt>tal adaptation, the 
enterpriM? exhibits constant returns to scale*, aial total cr>st is. therefore, 
a linear function of output, 'flie total-cYist ciir\e is, therefore, a straight 
line, passing through the origin of the cteordinate system whos*! axes are 
cost and outjmt. This is illustrated in Exhibit -1. 

In developing a model to <lescribe tht* fn^havior of the c«st.s of a retail 
shoe store when it is in a position to adapt all its facilities (including 
$alesm<*n) to clianges in output, it is m*c<*ssarv to take Into account the 
indivisibility of the agents of production. It i.s evident that, actually, the 
capacity of a sah*sman is suhp^ct to wide variation. Nevertheless, it is 
convenient to make the assumption tiiat each salesman possesses a 
specific sales capacity—^an assumption which does not affect the sub- 
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E^kihit 4 


T(>TAr.*(:i>H'r (’I ttVK Foil TOTAL AOAKrATlON WITH I N'CTIANIJINO 
FliUlH (T IUN n N<.TIO\ AM) IN'OIVIHIMILITV OF FA('TOILS 



Mtnnrr of thr ar^uniotit As u rtinsrcjorm o, as tho rapacity of the 
salrsiiie^ti in a store is fnlK ntili/.r<L it becotnes necessary to einplnv an 
atlilitional man. 'Fbt'Sf' ureinnstarn'es mtMKlnet' a st^nifieant modification 
into tiu' cost Innction wliief) was presionslv derised. Tlie t liani^e. wliteb 
cxtnsists of tfie intriKlnetion oi dis<(xiiitinuities. t an be shown rliai^ram- 
matieuDv in Exfnbil 4. Tlu* ordinate represents t(»tal lost, and the absci.ssa 
output. ‘File t(»tal < iirve cuts the vast axis |x^vitivelv at a lieii^bt rt'pre- 
sentint; the minimum costs which must ineurrerl Udore an\ opTations 
aie |M.>ssible < >r, reprewails the capacity of the first salesman, .r.T., the 
capacitx of the sei-ond. and so mi. When c»|w^rations mct'eil the lexfl (Xt,. 
lh<^refo^<^ an additional s*ilesmau must lie ernployiHl, whose stdline «i- 
|wcity jv underutili/ed imtii the output (h. is ri'acht^d, at which point 
no itile capiuity exists. The length of the line HiJ represents the salary 
(t'vdudin^ t'oninussions) of the new s«de.sman. But now under these new 
eonilitions. us lou)* as the sei'ond siilesinan is rctaini'd. the cost curve 
boi'otntvs l<H(* Similarly, f>7'E Int'ornes tfn* wist curve for the enterprise 
OjHTatinii m th«' rani'r aijain pro\idtHl that the adjustment is not 
reversible, Wht*n lliere is comph^te rmersibilit)', of t'tmrse, the cost curve 
for total adaptation the broken line AHHGSFTE, 


COST ANALYSIS 


209 


There is good reason to Mieve tlmt this discoutinnoiis l>ehavior of 
cost is representati\e of the retail selling of shot's. The dottcnl stxrtkms 
of the ttKst curses in Exhif>it 4 become of particnhir sigiiilicaiiee for this 
iti\ estimation. For example, suppose a .store optTates (hiring its rush 
hours at or near its maximum capacitx* with the retcMitkm of the same 
quality of serviav Then thiring slack hours in the morning or at otlier 
times the store will move along the cost curse on to the clottcnl sec’tiou. 
This is a result of the fact that the store can anticipate the future (KNHir- 
reiice of rush [wriods and will therehire retain tlu* unused selling force 
during the intervening perimls. 


(!. FroNOMic INTninurt ATios oi Si Ansm ai Finoincs 
In contrast tf» the fsso theoretical models of efist ludiavior diseiissed 
in tiie pre\iims section, tin* empirical cost hiiu'tion possesses a branch 
whi< h ri.ses nior** than prciportioiiallv t(» output i\h(‘n hii;h lesels iif (Hitput 
arc reached. The |)uip«)s<' of this disi iission is to trv to t‘\plaiii this sha|M' 
of the empirical c'ost him tion “ 

HxhUfit 5 
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It shotiM l>r rccuikd that thr 4itati.stically cJHfTinimrd functiom arr in 

lo^anthmit Utmi. There is. hfm'rsef. no clififTf'fKV in thf' hchav ior <if th«f«4^ 

c^Kt fiiiKtinns if th<’V ar»* transformed intei arithmetic terms (4iiis«*r{uently, in die 
folK.ss'infi distnsMon no acitiuiit is taken of this small |>rohIefn, 
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Customarily, in the English literature of the tl'K'ory tA cost, tlu* treat¬ 
ment of long-niri C’t>st lH?ha\ i<»r is given in terms of tin; loiig-mn average- 
a>st curve, the wi'calletl envelujH* or interplant curve. Tltis curve is shown 
usually to l>e puruhcilie (»r In ollnrr words, it first declines, 

then rises after a certain Ii*vel of output is rf*ached Exhibit 5 pirtrays 
the long-run nverage-c'ost curve* as the envelop* of a seri«*s of snort-nin 
average cost curves Foints on < (’, the envelope curse, show the lesel of 
average <‘ost tt»r the cfirrespruiding output whefi the cojuples of factors 
of pn>dnc'tii>n are hartiicttnously a<ljust(‘fl, i.c.. the plant and e(|tiipinent 
arc ideally adapteil tn pHulute the given <Mitpnt Th<* short run curve 
which is tangent to the envelop* ( iirve at tlepn ts ilic course 
of averagf* <*ost, us the output for whUh the plant and r({ui{>in(*iit is 
suite<l is df’purtcd from. AttiMition is here rcstrieteti U* the l(»iig run (tnve*. 
It wars eniphasi/ed ear1i(*r. however, that the Tiature f>f shot* retailing i.s 
such that a harmonious ud|ustnu‘itt of factors for anv output is iucon- 
cervuhle la'cause of deiuiind irregularities. In cf>ns**«jucn<'e. thi- average- 
cost cur\e which is relevant in the case unde r eonsideiation is one de¬ 
rived from the discontiuiioii.s total-tost c urve depic tt*d in Evhilut -I, This 
a^'crllge c nrvt‘ is illustrated in Kshihit b, In this ease aveiage cost at the 
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outputs jr,, X,, jr,, and a>iTespcmds to points on the continuous envelope 
curve in the traditional cast?. In actuality, the statistical obstTvations 
which are available are not estimates of average cost for hairnonious 
combinations, and there is no reasrm tt> lM*lie\e tlwit tin* einpirical cost 
function indicates the .sha|M’ of the envelope* cur\'e. It seems advisable, 
tlierefore, to drop tin? envelope cur\'e as a theoretical foundation in¬ 
tended to elucidate tbe statistical results. 

Nt*vertheless. in the discussions of the shaix" of the eii\'elo|>e curve in 
eauKunk literature, there are ert-rtain eonsideration.s which may rel¬ 
evant t<i the problem at haiul. In particular, the explanation of tin* 
parabolic shajH' of the curvf* is of esjM‘cuil interest Imtc This Ix'havior 
of average cost is soim^timcs attnbuti*d to internal economies and dis 
economies <»1 stale, which arise l>i*catise of the «*vist<‘nce of some indi- 
visihlt fi.\<*d factors. In the long-run case* by debnition. lixitv is possible 
onl\ ff»r some aspcTt of the eritrepn*nennal function. Tlii.s is Kaldors 
int<Tpretatit»n, which is a widely accepted one, illustrated in his ctmuneiit: 

. . 'rhe Cf>sts t>f the individual brm intisf l*e rising owing to the 
diminishing returns to the other factors when applied to the s;4m<» iinit 
(»f eiitrcprontMirial ability, I he fact that a firm is a productive conibtnafinn 
under a single unit of contnil <>xplains, tfierebur. by itself why it cannot 
e\j)nrul Ix vornl u certain limit without encountering incieasiiig c'osls/’'* 

Such an <*>planation, howevc’f. is of little value in the case* of the n‘tail 
.sh(H’ store’s. The eiitre|)rcneurial functions |>**rlorme(I hv slioc'-store man¬ 
agers are almost nil. in view of the positions of the stores nnd<‘r the 
control of a central office. The managerial and supervisory activities of 
the branch manager can f>e delegated to as.si.staiits In the case of inde- 
pendc'iit owners. liovvev«T. tlwn* is a certain (*.ssiM»lial entrepreneurial 
fuiic'tion vvliich by its very nature caniiot Ih* shifted. Kaldor s rea.wn mav 
he valid in the case of individual independent stores, but In the circurre 
stances enc(»unterc*d it most In? icnec.led as inapplicable. 

The eriveioix* curve* is also explained in terms fd mereasing and then 
diminishing effectiveness of nianag<*rial control a.s the firm's .size* incrciises. 
Again, in the case of retail shoe? stores, the organiziition of large stores 
is not rniieh more cfunplex than that of small .stores. If is true that there 
may 1 .h" some grovsih of specrializiitiori (e g,, the ernplovmenf of |>ortm 
and cashiers), hut the extent to which this is pissilue m a shew* store is 
limited. Furthennon*. the limited spHialization which does take place 
i.s a matter of display and c<mvrnic*rice. The iiuTcasing r'Cimplexity in 
organization f^ncounterc'd in large-sized stiires is intended to maintain 
the quality of the .sales stTvicx?, hut this dfH*s not imply higher opTating 
costs. 

There is one cliaraderistic of n^tail sellirig, however, which would 
provide a rationale for rising average cost for extremely high output. 
Such a circufustance would arise whore selling co.vts are necessary to 

“N. Kakiitf. “The hoiiihhnum of the Firm,”* Etrrjmmit JminmJ, March, lllPM, 

p. er. 
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rfiaint;ijii tbf market of the* iiulividual store. With the j;n>wth of the ston? 
and ifie sfirt?arJiiig*out r>f its market, progressively iocreasing promotional 
exjx*iHlitiirf‘ is neeessary to draw in fW'ripheral hovers. In the case of the 
stores of the shiw chain, however, there is no evidence that this explana¬ 
tion is relevant. Tin* advertising of the individual store.s is very small, 
aliTMKst the whcde of such expefiM.* iM-iiig inconetl on hehalf of the (‘haiti 
as a whole, the cost Iw-ing pr(»ratetl over the meiiibers <jf Hie chain. 

These t vplanations for tla* ohsersed hc‘ha\ ior <if ctists nuist he rejec ted 
as inapplicahle. tlteiefor<‘, and it is nec’essarv to examine more crandnlly 
the natnie of the sfati.stical observations in the light f»f the theoretical 
inralel for retail selling to s<‘e if aiiv inori^ tenahlf‘ reason for the shu]K’ 
of the empirical cost function tan he loiind, 

l,et ns consider the luttnre of tin* observations of a groii|i of four stores 
of different si/es ranging from very small to very larg»* 1 lie behavior of 
tin* costs of such sfon*s was illustrated previoiislv in Eshthil -I, \vlir*rr 
there were assumed to he discontinuities in total cost ssilh increases in 
output but not for tlet reas<*s in output below each critic.ii The 

total-co.st (tirve for a store iM'Coine.s /)7T' when its output grows hevond 
the h'vel Similarly, a store vshiKst' otitpnt mo\es Ih xomi t , possesses 
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the cost curve CSF. The same process of change is illustratetl wlwm a 
store's output exct‘eds and its new tost curve iH^toines It is 

mssihle to look on these curves as |H»r1aiiiing to difiercnt stores, which 
for coii\(*iiieiu^e will be iiiiinbertHl 1. U, HI. and !\'. This is ilhistrated in 
Exhibit 7. and in addition a sample of )j\jx»thctical daily rates of o|XTa- 
tion is marked in on the turves. The.w dtjts represent daily sales <‘\pressed 
in terms of a rate per annniri The actual statistical obst*rvation of cost 
for af»y store is tht* axerage of all these daily observ ations, For each st*xe 
the hy|M)thctkal annual nbservatnin is marked with a circle. The annual 
observation tends to lie ctnnparutively closer to the dottetl section of the 
tsist curve for large than for small stores, llii.s is li«*canse for large stores 
the obs(Tvatioiis can range between tlailv' rates «>f operation of. say, 
0-r>(),(Ki(», while for small stores the range is only ()-5.(MK), (annpare, lor 
example, the annual average of Store il and Slort* 1\‘, 'I'his nUMiis that 
the pir>)>l<'rn of unevenness of the di.strihntitMi t»l sales over time rnav lead 
to a c<.iiiipaiativelv more serious uiidcrntili/ation of t apatify in large than 
in small stores. It is a])pari‘nt from the tliagiain that a l urve fitted to the* 
antitiul average's shown hv the circles will \ icld a cost function which 
accords very t losc'lv w ith the einpiricalK dt't<‘rmim‘d func tions pxti'ayed 
in Evhihit 1. 


Qi'KsnoNs 

1. “.\ii inspection <»f Exhibit I mdicatc’S tliat for both Ml'>7 and the 

mini mum point of the average newt curve* is rcMched at an output of 
apprtjximatelv V3,(KX) pairs.” Ihn s this nH‘aii that the* most effic ient- 
si/c'd shoe store* i.s one lianclling pairs per annum? W’hat (jiialifi- 

cations should be niacle in this proposition? 

2. What clilficulties are encountered in me asuring the economic si/ic' of a 
r<*(ail .shcH’ .store? 

v3. Does the «*mpirical cost curve shown in Exhibits 1 and 2 correspond to 
the long-run cost curve of c’conoinic theorv'? In what ways doevs it 
differ? 

4. The* T-shape of the average crist ciirvi* is usually attributed to the in¬ 
ternal etoninnies and disrwnoinies of sc ale (i.e , si/e of the business 
unit). To what extent do<*s this explanation apply to the average cost 
curve shown in Exhibit 2? 

Effects iff Chances in Technolovitj on Cost 

Case ///-7. EAST-WEST MH USES, /\T? 

In 1947 Ea.st*West Air Lines, Int?., w’as optrrating a main-line fleerf 
of twenty-two prewar, twin-engine air liners. With the reduction in 
air traffic follow ing the w'ar, the^ company was losing money each 
month. .VIr. Henry L. Avion, president of East-West Air Lines, had 
* Fic’titiou* n-imc 
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liacl coTifcrences with rt^prescnlatives of the Glenn L. Martin Com¬ 
pany, air[>iane manufacturers, who suggf^sted to him the desirability 
of replacing the C'f)mpany’s main-line fleet of prewar planes with 
Martin 2“0-2's. The Martin Coinpitny claimed that replacement of 
the old e(jitj|)ruent would put East-West again in a profit position. 

East-West Air Lines was a domestic carritT, opiTating passenger 
planes frenn W ashington and Baltimore to Miami and westward to 
Nmv Orleans and Houston. Its three main routes descrilK^d a tri¬ 
angle, with the northwestern side of the triangle' bounded bv alter¬ 
nate routes from Houston and New Orleans to Nashville and thence, 
as one roiil<\ to W ashington and Baltimore. I'Veiler lines were main- 
taifictl t«) delivcT traffic to [Hunts on the main lines. 

11u* capital structure <rf the air-lines companv was considered 
strong. Adefinate financial backing made it possible to add to its 
capital CHpiipment, eitlu'i through Imrrowing or through issuance of 
additional securities, if that seemed dt'sirable. 

The twin-engined air liners averaged 4(X) miles per trip. Because 
of the inflexibility of schedules, no cliange in averagt* trip mileage 
would be expected even if ('([uipinent were replaced. There was also 
no changf* aitticipated in as erage numbers of liours of iitili/ation jK'r 
plane [mt year; this remained at 3.B5(). The Martin 2 -(L2'.s, however, 
were capabh' of maintaining a eniisiug speed of 253 miles per hour 
as against an average .sjhhhI of UU mile.s jut hour for the prewar 
planes. Block speed of the Martins was also liigher; 219 miles pt^r 
hour as against 168 for tlie prewai planes. The Martin air liners 
seated thirty-six passengers, while the existing planes seate’d onlv 
twenty-four. As a re.s>dt of thr greater s|K*ed and greater seating 
capacity, therefore, Iweixe Marlin 2*4L2's in the eotirsc' of u year 
could pr<Kluct‘ more passenger seat-rniles than could the larger fleet 
of twenlv-two prewar planes. The esliinatc'd capacities of the two 
tyjH^s tif planes were as follows: 


/i' Mtvtin !? (>- /'rru«r PUine* 

.XvniinMr miio> >T. . 31 a.‘i,Mw>n.(xio 

Si*Hl itt. rm jii-r rri>l Kmd turner *07.unn,^XX» liWU .(liXMKHI 

I>t>spire the reduction in munlK’T of plancvs c'ontemplated with the 
new' e<|uipment. improved s[U?ed and tiinialvjut time indicated that 
the same numlH’r of fliglits could Iw maintained as formerly. 

Tlie original ccist of East-\Wst Air Lines' prewar air liners was 
approximateh’ $113,0tK) jier plane, although some were purchased 
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for as mudi as $125,000. On the accounts of tlie a)tn{>any tbcstr 
capital values had Ix^en reduced to an average, after depreciation, 
of $50,000. Tlw new Martin 2-0-2 s were available at a capital ex- 
[K’nditure of $380,000 per plane. This fipire im luded engines, radio 
equipment, and other equipment. It was regarded as soiiikI acanint- 
ing practice to depreciate lunv airplanes such as the M ait in 2-0-2 
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over a five-year pcTkxl with a 10 jxt cent residual. Must air lines 
with prewar ecjuipmeiit planned to write it off u\ «t one or tu o years 
Ixx^ause of ohsolrseenc*^^. In the opinion of th(‘ Kast-\\'«.‘sl Air Lines 
inaintetiuiiie department. how*ever. the prewar (^(piipinent ctnild Ik» 
kept up to CA,B. standards for alwuit five years without excessiv^e 
maintenance charges. 

To demonstrate the desirability of replacing Ea.st-\Wsrs prewar 
equipment with Martin 2-0-2’s. repres<‘ntati\'f‘s of the Glenn L. 
Martin CJonipani prepared tw^o operating-cost schedules for the 
present fleet of twenty-two tw'in-engined planes and for the ^educ^^d 
fleet of tw'ebe new air liners which could r€?place it. These emta are 
shown in Exfiibit I. On the basis of ihcrsr? figures Martin represetita- 
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iivm claimed that the total c*ost of flying 345,0(K)*fK)0 seat miles 
would In* almost Sf>(X),0(X) less than the wist wliich East-West in¬ 
curred in wIm'Ii it Hew .*J35.(XX),(KK) sc^at^niles. 

Tlie average annuaMoad factor ex|wrienctrd l)\ air lines in the 
United States after the* w'ar was 65 per cent. Martin Oirnpany repre¬ 
sentatives, in making levennc* c stimutes on which to base their argu¬ 
ments, tiM^d a conservative load faettir of 60 j>er triit. In many op¬ 
erating |M‘riods East AVest had hc*eii well above the national average 
and on sonn* sc’ctions oi line had approuelied SO jmt cent load factors 
for short periods. 

<^)i;f;snoNs 

I. Should tlu* I'.ast West Air replace its inain linc^ flt^et of tweiitv- 

two prewar planes with twelve Martin 
1, If conilitions of deniancl indicated a prohahlr decline of suhstaritial 
proportions in the volume 4>f passenger traffic, would vtnir answer bi* 
the same? 

.‘V flow would chang<‘s in demand hir the products of the airplane maiin- 
liutiiriiig industry diller, ovct a jMTiod of years, from changes in 
demand lor air transportation? 

1. What effect have cost calculations made In the air tr.msport industry 
on dcMuand calculations made tiy the atqdaiu* manufacturing industry? 

Cmv ni-S: VEWSYLV \M.\ HMIJidW ( (^SfrASY 

In the winter of U)“t(>-47. the fVnnsvK ania fiailroad faced the 
problem of [Xissible re|)laceinenl and siipph'menting of its fleet of 
IfKomotivt^s. If ne w molixc' power were to Ih^ acrjniied. tlie choice 
Ii4v between iniponed tN|M's of steam loconiotises. on the one hand, 
and Diesel-electric locoinotiNcs, on tlie other. 

1lie rif‘w locornotises would ser\e on that part of the Pcnnsvl- 
vania's main liiu* whiidi extended from llarrisbnrg to St. Louis on 
the southwest and to (Incago on the northwest. From Harrislnirg 
west to Altoona the line rose steadily in elevation. Betw'een Altoona 
and Pitlshurgh. it encountered tlie Alleghenv Mountains w’ith grades 
lip to 1.75 per cent, Wvst of Pittsburgh the terrain Ix^came imdulat- 
ing to Coluinluis and Crestline, Wyoiul which the road l>ed was 
practically lc\<‘l. 

The application of the Diesi?l principle to railroad motive iiower 
had its practical inception at the iH^ginning of the I9;^‘s. It was not 
imnHMliatcly apparent, from ihv early rmird of Diesel power, that 
ihes«' ufiits were destined to f>ecome rtdiable instniments for the 
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movement of freight and passenger trains. In the late 1920 s the 
Pennsylvania Railroad bt^gan tlie major task of cxmipleting its elec- 
trification IwtwcfMi New York and Wiishington. Kleotric energy from 
a central |K>wer sourtx' had long demonstrated it.s utility as a fonn 
of railroad motive piwer. The eastern «*alw>iird, with its great* 
closely spaced passenger terminals and its tunnels, siHMued to Ix* 
bt'tter adapted to electric power than to Diesel, with its noise and 
fumes. FurthtTinore. the fie<jiient use of train.s of eighteen cars and 
mort‘ in length recjuin^d trernendons concentrations of pf)wer for 
rapid acceleration in pulling out of the iiumen)ns tenniiials Eleetric 
engiiu's energized through catenarv systems were particularly well 
adapt<’d to this pnrpos(v 

Thus, wliile some roads \vt‘ie IfKiknig more ch)sel\ into the 

I)it*.sel field, the reniisvlvania Hailroud eltHtrilied its iiiaiii lim^s 
along the Atlantic seal>oard. The siihstitiilimi of eh^ctrir' for steam 
jK)wer in tins area (dirninatcHi nse of t'oal for fuel at its most es- 
jx'nsi> e [)oint. so far as (he Pennss l\ ania u as com‘ern<*<l. It had lwv!i 
uecessarv to pull comjmnv coal for this area ov<‘r tlu‘ Allegh<*T*y 
Mountains into lh<‘ numerous large eastern terminals, Be(‘ause of 
the great volume of high-spjed pas.sr'uger l)usinc\ss between New 
York, Philadelphia, and Washington and because* of tli<* tonnage of 
perishable and other iinporlaiit freight moving f)etw(*en Potomac 
Yard and N(*w York, tin* str’Uin power thc‘n utilized in that teTriIrrry 
was of the liiglavst (pialit) and effieiency. Eleetrifiealioii thus re¬ 
leased a fleet of excellent steam engirH»s. for us<* in the other regHins 
ol the Pennsylvania Railroad. This made ptissible lire retirement of 
hundreds of (rider and h^ss elficit'nt steam engimvs. llu'ri’bv knvering 
the average age and raising the efficienes of the steam power gen* 
erallv. If any substantial Dieselization bad IxM-n undertakerr in the 
late 1930’s, it would liave been in substitution for highly efficient 
forms of stean* prwer. 

Nevertheless, the Peiiiisvlvania look(*d clos<*ly into the possiliilities 
of diesel power. At that tinu* ^ I9>39 .» new^ .steam engine's eould have 
ac(|uired for lialf <rf what was to be lh<»ir postwar prices, wdiile 
the cost of I)if»Md,s Ireld at alxrut $11(1 p*r horseprwer Ix^fore and 
after th«* war. Thus, on an invcrslUH’iit e«)st basis, the Diesel w*a.s, by 
1946, much more attractiv e than before the war. 

One of the principal c*onsidc*ration.s affec ting repliiec*meri( of the 
existing equipment of the Pennsylvania Railroad w^as the remaining 
service life of its fleet of locomotives. iTic age distribution of this 
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motive efjujpmenl was as indicated in Exhibit L' Of tlie 4,092 
lot*<imoti\^cs in the fleet, 282 were electric, 38 were Diesel locomotivt^s 
and j^asolitie switclking engines, and 4,372 were steam. The usual re- 
placirment |K*ri(>d for steam locomotives was thirty years; for l>iesels 
and elertrics it was twenty-seven yeurs.^ In th«' eleven-year [X^riod 
from 1935 to UMfi the Pennsylvania nailroad had purchased 331 
new' electric l(R'oinotives. Thus, in view of the usual service life, most 
of the 282 eU'Ctrie UK^omotives in its servient tin Dcxcmln'r 31, 1946, 
were relatively new. 

Exhihil I 
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Mainteiumct- jxdicy also plaved a part in tin* company's decision 
on rephuTUU'nt of e<niipment. During the war. railroads lirought out 
of retirettwnt all a\ail;4hle ec|uipment. llus fact accoiinlt'd for the 
relatively laigi? number of ()ld l(KMHnolives show n in Exhibit 1. It had 
]oi»g been ctnnpunx {>olicy, howexer. for tfi(» Pennsylx ania to main¬ 
tain its equipment in gtHnl it'pair in order to insure effieiency in U5W' 
and satisfactory lengtli of life. A "full maintenance" {H>lk:y liad the 
effect of redneiug the rale of replacement. 

Certain of the company officials Indicxed that investment in new' 
l(K*oinotixes slioiild lx* determined in large measure by the antici- 
patcnl trend of rail traffic. Exhibit 2 gives freight revenues and ton¬ 
nage carried by tlic Pennsylvania for the years 1921—16, Exhibit 3 
presents passenger rextuuu'S and train-miles for these vears. 'Fhe 
management estimated that revenue freight ton-miles in the ten 

MXw uffu'tul i>t ti«: PiniiuylvAiiU "During llir war our Ini^unotivei^ 

hud Wkni a twrifit: ftrifn being alimiitl lontiiiually in scmk'e And many 

in nerd nf r!Uen»tv<.^ rejMirii aim) huixireds wire tacttig iniim-diate idisnlrM.'enc'c. Tlui 
mn» A f«rtlM?r Itwi-nrivr b»T qukk repl«M.'emf^nt hy DieMi>bekH:trk' pnwrr.” 

* IntmtAlr OnnmrrcT (SfAliAtirt t»f Haiftntyt in ihe Cnard Stafet. 
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Inllidii [x r aninmi. while rcN eniie paNM’iiijtT frain-rnilrs in tIuN [X^riocl 
w<MV expected In avcTajj^e in'tween forty and forty-six niillion {xir 
anmirn. It was nTOuni/ed, however, that the uener.il adoption (»f ini- 
jiroved motive power hv competing railroads wonhl haxe an adverse* 
efieet on the Penn.svivanias revenues unless the cxnnpany also re- 
[)Iact‘d some of its <jl)Soh*te equipment. 

Exhilfit 3 
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A fiirtln-r a/iisidoration in ijfttrrmining the thrsirability of replace- 
nif'iits was the ofXTating c^>st of l>ies<*ls and of new tyfxjs of steam 
locomotives and u comparison of thescr ci)sts with those tor fijx^rating 
present erjuipinent. Although the Pennsylvania Hailroad had had no 
opjXirlunity witliin its own system to compare operating costs of 
liifvMds with lliOM? for steam, an experirnent w ith new^ ty|K’N of steam 
and Diesel pass<Mig«'r l(H'f)m«>tives conduc ted hy the New York (arn- 
tral Hailroad in the fall of UM4 and spring of 1945 threw soiru' light 
on relatise opiating costs. TIicm* are show n in Exhibit 4. In these 

Exhihii 4 
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tests the New YojK Cf'ntral used six l.tHKl horsejxwver. double-cmd 
Diesels and six 4—V-4, SI Niagara steam loi‘oinoti\f's, which were 
eompafable ti» tlie Dies<4s. 

'rhe steam locomotiv<‘S in the New York (aaitral experiment were 
umhJ in passenger traffic for an average monthly distance of 25,168 
miles, 'rifc Diesf'is averaged 29.621 miles pen* month. The lower 
mileage for sli^am KHXJmotives in the test was traceable to an average 
time out for n^piiiis of tweiitv-eight davs jH*r annum. With Diesels, 
repair time was reduc<*d to twelve class jx*r annum. Steam Ick^v- 
m«ktixes a!sf> were more afFtn-ted by adserse w*eathcT than w’ere 
Diesels. E\hif>it 4, therefore', is constructed to show a sc^rvice as'aib 
alfihty of eight hours for .steam for exery nine hours for Diesel. This 
servic't* availability ratio is reflected in the 324,0(X) miles per annum 
for Diesels as i'ompurc'd w ith 228,000 miles for steam. Based on tlwsc' 



COST ANALYSIS 


221 


mileages, the New York Central expc*ritMKV Hidicutecl that ctnis for 
o^K'rating Dies<*ls were 10.7 cents per mile less than for improved 
typ<*s of steamers. 

A siil)stantial part of the ojx^rating t^>st of a locomotive w’as made 
up of fixed charges—depreciation, inteiest, and itisnrancv. Bet uuse 
of the low'cr initial cost of steam loctiiiioti\fS i S270.<K)0 for a 4-*8-4- 
wdu*el-arrangeinei»t steam l(Kt)MJotive as against $395,()(X) hir a 
comparable -LtXKl-liorsepower I)i<*sel lf>coim>tiveannual fixed 
charge's for sh'ain locxnnotiNC’S in the New York Central test were 
only $24,451 as against SlH.Sll for Dt<*sels. 'fhe effect of these lower 
fixed costs on total <^p<Tatiiig ct>-stv jw/r mile for steam l<KM»moti\es 
can 1 m‘ seen in Kxliibit 4. W'ilh lower annual mileages the differential 
in fa\<n of Di(‘sel liK*omo(i\es deelines, as sliown in Kxhibif 5. 
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In applying the New- York Ontral f*xpeiien<:e to the o|>erafing 
conditions of llieir own svstc*in, Pennsylvania officials noted that the 
average mileage ojHMated by thc'ir sersa'cc'able passengc*r kx'omotixes 
was sonu'what lower than mileages on which the costs of Kxliibit 4 
W'ere based. Axerage' mileage piT passenger !oconu)tiM' in the Penn¬ 
sylvania svstem w as estimated at 75.(XK) )><t annum/ This estimated 
rate, however, inehided all tyjK*s and agt'S of pasM'nger loeoniotix'e.s 
and c'on.sequently was lower than would Ih* exjx'cted fn>m new 
locomotives. The compain s actual experience xvitli new passimger 
Diesels averaged 240,(X>0 miles p*r annum. The New York Ontral 
experiment, mort»o\er, was fur pa.ssenger IrKomotises only; anmfal 
mileages for freight locxmiotives w^ere much lower. For Diesels used 
by Class I railroads, annual mileage was erstimaud at 120,000, and 

Tliw w shghtly (ti sA fix* Irain |vr f,:" ^luirwii in 

Exhibit 3, ixx'auM* of double lx'acting And licbt lfK"t>molJvi>* movnimcnU. 
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for new 5,400-horse|Kww steam locomotives it was 102,000/ Thus 
coinpany officials fK^ievctd that mileages, shown in Exhibit 5, of 160,- 
000 for steam and I80,0(K) for Diesel would be closer than the higher 
bojw* mileages of the New York Central test to the experience of 
Pennsylvania main-line UK-mnotives. Aside from depreciation 
charge's, executives of the railroad believed that operating costs of 
rnaiTi-tine steam loeoinotixes were not grcvatly different from those of 
the new ty|K^s nsi^d in tlu‘ New York Central exp'riment. 

In examining fhe New York Ontral expericnetr, officials of the 
Pennsylvania were impressed with the lower fuel a)sts of Diesels. 
While Diestrl kKrornotives us<*<J relatively high-cost fuel in terms of 
B.T.t'. rnnteiit, actual find crost-s for Diesel hx'ornotives w^ere sub¬ 
stantially less than those for steam loc'omotixes because of the much 
greater efficiency of Diesids. A survey of the Interstate C^nniruTcc 
Cominissiorr' indicated that steam passenger locomotives of th«‘ 
Eastern District ina<ls used an avtTage of 170 (khituIs of coal jx-r 
locomotive mile, while Diesels r<ijuired 2.7 gallon.s of Diesel fiu-l 
to accomplish the same wwk. In recent vears prices of both coal 
and Diesel fuel had lx*en going up. although the rate^ of increase of 
and was substantially more than that of fuel oil, us showm in the 
following tnbidation: 



(’n$t in 

CoM in 

/Vr Cent 

1 ncrtaM' 


//y.;e 

ItliH 

m tr lU lO 

(per ton (niiiM' |>itr«'hHm«). 

H.S.H 

|:i25 

72 0 

) hntM’l Uh’I, jx*r khIUju , 

0(M42 

not* 1 3 

:w7 

IhiMxl on PMf) fuel prices, the New 

York Central 

stud\' arrived at the 

following fuel t‘Ost,s jx^r mile: 

Cm\ . 1 70 Uw. (fi. $3,125 fM-r ton . 

A ntornur 

fiU’I ; 2.7 itaL (n |4V(.1fU3 |kt ^i%\. 

IrniHtiorttitioii A 

$0 270 

O.UM 

ID I6r> 
0.144 
|0,.'iH() 



It seemed t<» the Penasybunia officials that a cost of $0,134 per 
mile for trans|H>rtation and storage of aial was somewhat high in 
view of the amipaJiy's proximity to a)al deposits. On the other hand. 
trans[Kirtation and storage charges for fuel oil would probably Ix" as 
high as the New York Ontral figures indicated, since it would 1 h‘ 
necessurv to tiansjxirt it from the Soutliw^est, outside the Peiinsyl- 

VP. W . KMrT. 'Wxy K^iiludftMvn HaiLhMict Mcriivt* rNmcr,"' Hmluxay August 
Jit), IH4 1 . 
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vajiias network and vi-ith consequent out-paynient for transportation 
expanse. 

Special processing of water for steam locomotives was nect\ssar\* 
at practically all water stations west of Harrisburg. These iacilities 
consisted of large overhead tanks, e<]uipiiient for clieinical tr«?at- 
merit, and pumping machinery where gra\ ity flow was not avail¬ 
able. For l>iesels, on llie other hand, no Kjx'cial futilities were re¬ 
quired. as water was treated on the locomotives. No abandonment 
of main-line water .stations was contcnplated, as it wa,s reognized 
that operation of some steam power w-ould continue for many years. 

Fu<‘Iing facilities. Ix-cuust* of the greater operating span of the 
Diesel, c^onld be reduced in numlH*r, although new fueihtje,s would 
be re(juiied to haudh' li(|iiid fuel, if Diesels were usd. I’he Penasyl- 
sania estimated that approximately S2,5(K),(KKi would W adt'quate 
for iustullatiou of fueling facilities necessary to inaugurate Diesels, 
should tliey !><* used. 

Moreover, l)u‘S(‘l locomotives, biding ven intricate pieces of ma¬ 
chinery in contrast with the relatively simple steam locoinotivt^'. 
would require the <'stabli.shnieiit of i‘XtiMisive shop facilities. Here, 
how(?\er. In'cause of the greatly expaiuled range of the Diesel, not 
so manv slaips would ruaintaiiierl as would be required ff»r steam 
locf»nioliv(‘S, In conv<*rtiiig to Die,s<‘I, the IVniisvh ania officials esti¬ 
mated that a large passenger Diesid ri'pair shop would bf' needed, 
at a cost of approximatelv S4,2(Xh(KK)^ and a freight Diesel shop, 
estimated at alnuit $3,iKK),(XK). It was probable* that thes<* repair 
shops ucmid Ik* hKated near the lines of heaviest Iratlic, preferably 
at Harrisburg. 

In addition, smaller repair and storage facilitic‘S would Ik' neces¬ 
sary if Diesel jxiwer were used. Such shops would lx* hx at(.*d over the 
\%*eslern end of the system, at such places as (Chicago, St l>ouis, and 
Crestline, Ohio. It was contemplated that spac<' in existing engine- 
houses would Ih! used and tfiat modifications of such spact* would 
require an outlay of S30(),(KK) for each of six shops. Fadlitiirs of this 
.sort were usually amortizrxl in twenty years. 

One of the most difficult problems vshieh the management fore¬ 
saw for the road, in (x>nvertirig to Diesed jKiwer, was the retraining 
of 0 [>eratiiig and repair personnel. Because of the seniority system 
enforced by the Railway Brotherhoods. enginecMs of steam loco¬ 
motives were generally older men w’ho had attaimxl their positions 
only after many years of serv ice with tlie road. ITiis made retraining 
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difficult. To a lesser extent, thes<‘ obstacles would l)c* encountered 
tn the r^^pair departments. The |>ersonn<d department estimated 
costs of rc’^traininc; personnel and pensioning sujM?rannuated eni- 
ployi^es at about $5(K),(KKt to l>e spread over three years. 

Eventual replacement of the i,^12 st<*am ItK*omotiv(‘s of the Penn- 
Nvlvania system hv Dicrsels. if aecomplished. would involve a sub¬ 
stantial cash outlay In the c<impan\. but it was anticipated that 
conversiofi could l>e undertaken graduallv as funds for reinvestment 
l>f?came available. The company’s financial |Misitii)n was I'xtieniely 
Strong, and until 1946 th<.*re had Ix^en an iinbroke!i ie<or(l of net 
«*,amings for one hundretl years. In 1946 the defieit wa.s attributable 
largely to the disprojiurtionatelv high volume of coTnmul(‘r service, 
short-haul express, and mail handk'd hv the Pennsylvania 

at relatively low rates. It was impossil)le in the short run for the 
Peimsvlvania to reduc** its ex[H*nses in proportion to the d«‘cr<'ase in 
its revenue, 't he nianageriK'iit believed, however, that after a year 
of readjustment to nune normal op<'!atio)K a more favirrable balanc e 
iK'tw'een revenue^ and expense would again In* c'stablished. 

' 1*0 a.ssist thcT roads in postwar rcMdjustnu^nt. the* Intc‘rstate C‘om- 
mertv Commission granted ccTtain rale increasevs. 4’he P*‘nnsyl\ania 
had receiv(*d a 6 pc'r cc'nt temporary freight rate* incT(*a.se in Julv. 
19^46. As of January 1. 1917. this incrc»asc w’as raised to about 17.6 
jKT ce'ut on freight rates. Elb'c tivc* on June I, 19 47, was an increase 
ill pa,ssengeT fares tor axic'lu's from 2.2 to 2.5 t'ents per mile, and 
in Pullmans from to '3 5 criits per mile. 

With the trem<*iidous volume* of fre‘igl»t and pa.ssengt*r traffic 
ImndU'd during the war ve‘ars, reveMuies of the re'nnsvlvania system 
increa,sed gre*atly. as may be noted from Exhibits 2 and ;3. Both 
revenues and earnings drop|>tHl oH marke‘dl\ after the war to iitnv 
postW‘ar levi*ls, wlileh. howc'V’er, vveTe* well ahov'c prewar levels. 
Since* the* Pe*nnsyl\ ania Hailro;td S\stt‘in vvas l(K‘atecl in the primarv 
iiulustiial are*a «>f tfie* nation, managemiMit l>eli<‘ve'd that its reneniic^s 
W'Oiild not mate'rially decline in the near future. But it w'as uoUhI 
that 52 per cvnt of the companv's revenue and 5H per et'ut of total 
weight in 1946 came fnim hauling mineral prcxliicts. chieilv coal. 
Possible dec lines in the production of coal as industrs and transjxjr- 
lation agencif'S t'onverted to the use of either fuels suggested a de¬ 
cline in one source of resemie. If was not In'lievixl that the coni- 
jianv's change from stc*ain to Diesel jxmer would have any markc^l 
effect ill acwleratiiig the geiKTul movement of industry' to abandon 
coal a.s a fuel. 
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Related to this problem was the supply of ct>al as com|>art*d with 
that of fufd oil. Rapid aMiversion of industrial and domestic con¬ 
sumers from t’i>al to petroleum prcKliiels had created a shortage of 
oil in the years inimediatt^h folkm ing the war. While this cfindition 
was regarded by some executives as likely to bt' of short duiatitm, 
certain leaders in the rail industry w(»re exlrenielx wary of the 
dangers inherent in an nncerlain supplx of oil. 

Hy the end of UMfi the P(‘nti.svl\ aiiia ihiilroad had not vet adoptin;! 
a definite pdic) of c(nn<'ision to Diesels. In liis annual repirt for 
1946 the president of the r<»ad. Mr. M. \\, ( Jement, staled: 

During the yt‘ar, thirt\-seven .steam Untmuitives and tenders were re¬ 
ceived. . . 'These are tii<* most pnwi*rftil passeniier steam l*>eoin<itives 
in our service. . . . There were on order at the close of flu* vear twentv 
hors<?pf)wer passenger and two 7.5fK) horse|H>wer freitjhl Diesel- 
idee trie locomotives, scle ciu)('<) tor (hdiverv in Sinn* the ch)se of the 
vear. m'netci-n athhtional fi.tHiO horw'|xnver passrngiT and six 7,.VX) liorse- 
jviwer fought Diesid-elec tnc locomotives wen* placed on order 

Further Diesel ord<*rs were plact*d during 1947, and in tin* ('hi- 
( fi^o Tribune on March 25, 194S. there appuin'd the following: 

'Hie I'ennsylvaina railroad has pbeu^d orders for 114 additiorud Diesel- 
electric locomotives ... in oMiiiection with its 157 inilhon dollar iin- 
prr»vement prf»grain. M. W. (dement, pre.si(h‘nt, .innouTu^^’d vesterday. 
'I'hese orders hring the road's total since the* war to :d74 diesels, 

\\\‘ are well under way. said Mr. C'lemeTit. on (»nc* r»f the largf*st Diesel 
loc*)molive instul1ation.s in the Cfuintry. Hv May of this year wv exput all 
of inir iinpfjrtant east-wr-st throngli passei^ger trains will he liandled by 
diesel piw'cr in the rion-electrifi<uf ferritorv west of Harhsijurg, Fa, Our 
Diesel switcher program also is extensive. 

-riS'I K »NS 

L Was the rennsylvaiiia Hailroad justiln^d. (»n the basis of o|MTating 
costs, in converting from steam pjvver t<j Diesrd pow-c*r in the postwar 
period of ID-Ui—IS? 

2. How would the prospu t of a substantial decline in traffic afled cal¬ 
culations to convert to Diesel locomotivt^s? 

Effects of Chanfi^es in Prices of Input I actors on C^ost 
Case IIi^9: AfAYTUnVEH SHOE COnPOHATION^ 

The Mayflower SIkm' Onpiration of Rffwikton, Massachusetts, 
was a manufatturei of higli-c|uality men s shoes, its products, mar¬ 
keted under the brand name "Mayflower/' enjoyed an excellent 

* FirtitHHiv naiiif 
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reputation among high-income customers of quality shoe stores. A 
merfiiim-siml firm of approximately five million dollars in total 
assets, the e<.>r|Kiratioij was generally regardi^u! as progressive and 
well manageHl* 

In the spring of 1939 the corporation w^as facial with a demand 
cm th<‘ part of the union, to w'hich all its employees iMdonged, for a 
10 per c<mt advance in piece rates and tOTresixmding change s in 
hourly wiig<‘ rates. Several unmibers of the shcK* manufacturers' trade 
asscKiation, of wliich Mayflower w’its also a mernbr^r, indicated their 
intention to accept the‘ nnion's demands. The management of the 
Mayflower CorjXiration lx*Iic*ved it hud no alternative but to agree 
to the high<?r wage rate. If acwpted, the lu^w' rates would apply to 
the fall procliu licm season, which began July 1. 

The pr*‘sid«‘nt of the company askcnl the controller to pre^pare 
estimat(?s of tin* pn>bable effect of the* iru reased w'agc? rates on total 
exists of prmlnction. I'he president was aware* that leather exists had 
in the past acxxnmti'd for 59-60 jK*r cent of total costs and that lalior 
exists mnstiluted 25-30 pc'r exmt of the total, dt*pending on the styles 
and typc*s of shex's in the “sales mix." Leather wa.s bought on the 
OjX'u market, and the pnrcluisiiig of the quantities ns<*cl by May¬ 
flower had a negligible efle<3 on market pritx*. The president kn«*vv 
that no cost rcxluctions could lx* ex|x*cted in that quarter to offset 
the ri.se* in wages. 

All the shoemaking cxpiipmc nt in llu* Mayflower factory wa.s 
leased from the United SIkh* Mac^lunerv (iorjxiration. For most of the 
equipment Mayflower was charge<l a rovaltv based on volume of 
priKlnctiori, winch was measured by the numlx*r of pairs of shex^s 
priH'esse<l, For c'crtain machines, w'heir there vvas no satisfac^tory 
measure of |)r(Kluctton, the lessor charged a straight monthly rental. 
(.’hargc'S of this sort rungcHl from 19 to 26 per cent of the combined 
rovaltv and n^ntal exists of the cxmipanv in the pericxl 1930-38. The 
Uiiitcxl Slux* Machinery Oiriximtuiii maintained a large staff of serv¬ 
ice represc'ntativ es, who kept the inadiinerv in excxdlent repair. These 
repr«*sentativ t*s were in the plant almost daily and wwked intimately 
with sliop foremen of the Mayflower Corporation. 

For nearly ten years the corjioration had operated a .standard 
exist accounting system. The purjiose of the system was twofold: 

for this i ft.w w derivt^l in part from T \.F.r. So. 5. tndus* 

frtal W*n^r firtlrr, iMhot Cofti. ami Pricr Poiiciei (W4.«hingtim, D.C.; Ckn rnuiient 
Printing OfTiitt, pp. 4-25, 
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(I) to enable the company to establish selling prices Imsed upon 
estimated costs and (2) to provide a standard for comparison with 
actual performance. The calendar y«*ar wits divided, for budgetary^ 
pnrpo.s<\s, into two six-month o|X*raling pt^iods; tlic spring sustson 
beginning on January 1 and the fall season Ix^ginning on July I. A 
few wcxrks in iidsance of each season the inaiiagemeiit was ac¬ 
customed to prepare ojxTatiiig budgets for tlie eitsuing season. Tin* 
first step was to prepare an estimate of sales from fignies supplied 
by the sal«‘smen iuul reviewed b\ tlu* sales manager, tTrtitroller, and 
president. A prodnetum schedule was then jnepared for l)oth con- 
tiaci and stock shoes, with a view to kef‘piiig the plant operating on 
a steadv nionth-to-nxjnlh !>asi.s. Other steps in the pn*paration of 
standard unit costs were snrnniari/ed in the t orjKnalion’s accounting 
iiist nut ions as follows: 

MiOerial costs are figured from a staiidanl estimate of leather required 
for each tvp' (»f sh(»e liasi’d on figures supjdied hv a siihvidiarv of the 
I'nited Shoe Nhtc hiuerv ( '»»rp. Tliese rnaferials are prierd for the ajst 
budget at a weighted average of the pnee of stock on fiaud and the 
f'.vpected cost for tlie additional r|uai)tit\ recpiired during the next 
season, l^djor costs are built up from picnc' raters on particular styles 
and makes of shoes, to which is added an allowance for lalinr paid on an 
honrlv or dav^ basis. 

The lalwir cost catalog contains ovc-r 25.fK>f) piec^c* prices for the v'ariou.s 
ofx*ratic)ns nc‘i*ded to manufacture all stvles and grades of shiw's, as well 
as the* standard da\ work alhiwaiice.s bv departments. The latter are 
C'omputed by dividing tbe^ esti!n4t<*d flay work pav roll for each depart¬ 
ment by the e.stimated average prcKlnciion Tfi arrive* at a per pair lafKir 
cost figure bv departments for any stvle of shoe, the piece* prices of the* 
operations called for bv that style are added to the standard day work 
allowance for each department. 

Tfie other jxr-pair costs are figured from tlie prfKhiilion fuidgets 
prepared earlier. ‘Hie nianufucturiug exjvnse allowanc'c per pair is cal¬ 
culated by dividing tb<* total budgeted manufacturing exfxnse by the 
estimated volume of pr^luction in number of pairs. The selling and 
administrative expense allowanec* is expressed as a jKTcenfage of the 
selling price, a percentage computed as the ratio of budget<*d scdliiig and 
administrative expenses to biKlgeltd dollar sales. 

Royalty and rental cfMs pc’r pair, wdiicli are tlu^ cliarges for machines 
leased or rented from such companies as the- l'nitff‘d Shoe Machinery 
Cairporation, are computed along with other items in manufacturing a>n- 
*“I>ay w>rk’‘ imludp?i clmxf lalx^r cm c)|>erAlirm^i whw rates f»<?m 

found un5tlitabU^ and iiKlifecI labor, sorb as Uwc. wbo awiiit worker* in 

actual prodiicticm and iIkh#' vi bo look after Oh* r«painnji( of damag«;d cibor*. (Hlmrr 
indirect labor, sm-h as rack pk»ht*f». ja.cutors, aial mber tnainicnamc irnm. i» in- 
cludcd m **matiufacturing cApense.*' 
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ijttnitt by <livi(lifi|i; tlir rsh'inatcxl including rentals (on a time 

basis) and royalties (on a {M‘r^|Kiir hasiN), by the budgeted production. 
Other c^rsts, such as coinmissions and discoinits, are expresM'tl as jx-r- 
wntages of the factriry selling prict* of the particular sh<H\ 

Standard factory co.ijt,s (labor, materials, and inaniifacturirig ex|X'iises) 
usually remain urtc?hange<l throughotit each season, and thllereiues wliich 
may develo|) behseen actual and standard costs are reflected in riionthlv 
"sariiitioii repxts." If sh<M‘ prices an^ {banged in the middle of a season, 
the other stamlard cost ifetns sueh as etnnnussions, distMnint, selling and 
udmiriistratixe expense which are all eoin[)nted as a percentage of selliTtg 
pri<'C‘, are refignred. At tht- beginning of the next season, all standard 
t'osts are r<voinpnte<l in the light of ibangetl marki't and labor condi¬ 
tions.* 

Thus there was a lag fwdwecii the time wIh'Ii ('lnnig<*s in wage rates 
were niatle and tlic‘ tinu’ wlien llu*v were refic'cted in standard costs. 
V'or example, a wage ehange made in Julv or August woiild not lx* 
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costs and total labcjr costs. "Flie results of his surxey are preseiitcHl 
in Kxhilnts 1 and 2. Tlie controller noted that from the fall of 1932 
to the fall of 1933 there was an adv ance of almost nine piints in the 
index of piece-rate cost and that from the fall of 19VI to tlie spring 
of 1935 there was a decline of nine [Mjints. 1 hese changes in piece- 
rate costs he attributed in large part to the shifting of certain o[>c-ra- 
tioas from piece work to an hourly hasis and s icr xe rsa. He regarded 
these cases as excc?])tions to the usual movement.s of piece rates and 
lafK>r costs. 

To detennine the Iwnring of shifts in lalnir costs on total mann- 
faerturing ot)sts, the controller prepared a breakdown of the follriw- 
ing cost components: lalxir. materials, manufaciuring constant 
(overhead/, and total factory cost. These data are presented in 
Exhibit 3. On the basis of these studies the controller recommended 
to the president that the prices of shm's sold by the company lx? 
advancf^i 10 per cent for the fall season Ixgiiming July 1, 1939. 
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HTANDAKD COST COMPOXKXI^. TCrTAl, FAfTTmy COST, 
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Shortly after thi' controller had submitted his re|>ort to the prt^si- 
deiit, the sales manager otfered an aUernativ<» rec'oinnH*ndiiti(M), He 
Indieved that, in a highly comiM'titise market, a 5 ][M'r cent reduction 
in the factory price of their pnnfucts would stiniidate demand to the 
[K>int when* tlie larger voliiino would result in lower unit costs of 
manufacture and greater profits for the c'ompany. 

QcKsrnoN 

1. Which reamuTHTulntion shcntld tlie president of the Mayflower Shoe 
C2or{Krrattofi ucirpt? 
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In its SALKS jW)lici(*s a business cT)mpany selec ts the bes't means for 
obtaining satisfactory n^venues. In tlie first tliere is the possi¬ 

bility of incrcMsing profits through seh‘( ting a more stucessful prod¬ 
uct or nmibination of products, that is, through adding and dn»pping 
lines. Resultant c hafiges in ' sales mh" are an e\(Tyda\ occurrenct' 
in most businesses. The company can also modify atid improve exist¬ 
ing prixlucts with a vi<*w to enhancing its sales position. Considera¬ 
tions .such as these constitute the company's “prodtici jx)litv.' There 
mav also be possibilities of incTeasing sales through promotional 
effort, such as advertising. Still other adjtistments of sales policies lie 
in the direction of extending ser\ ices, sticli as traiispntation, cTedit. 
and technical assistance to the Iniyer. Finally, there are the basic 
|)ossibiliti<‘s of changing juices and volume of production. All these 
udjustiru nts have the common objective of increasing or maintain¬ 
ing profits. To some e.xteiit the xarious types of adjustments are al¬ 
ternatives, i.e., unt‘ line of action can be chosen in phuT of another. 
And to some extent these various inove.s sup|)lemf‘nt one another. 
A c'onijianv may, for example, elect not onlv to improve its product 
but also to spend moriey in advertising the improvements. 

In Part IV' we arc concerned with pricing and price jiolicies, as 
distinguished from other tyjH^s of adju.stnuuit, whicli can lx* called 
"noiipritt* t*oni[x*tition/' The latter constitute the .subject mattCT of 
Part \\ 


THF ECOSOMIC THEORY OF PRICE 

As it pc^rtains to the pricing operations of an individual firm, 
ectuiomic thetiry ofier,s an exact solution to the problem of deter¬ 
mining price. The luisinf^s firm is conceived as having as<*ertajnabic 
.schedules of dc*mand and cost. The demand curve suinmari/es the 
reaction of the market, in terms of quantity taken, to a series of 
possible prices which the firm might set. It is leased on buyers' wants 
(conditioned, perhaps, by advertising). It reflects as well the exist¬ 
ence of substitutes and the relative terms on which these substitutes 
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can Ik? obtained. The finn’s cost curve, in all situations except the 
inirnKiiate short run when a stock of grKKls i.s to l>c disposed of, 
d*wrilK?s the conditi<»Tis of supply. The costs of different-sized out¬ 
puts vary, suid, in |M'rio(ls loiiii; enough tc» |MTinit their 0 |>r^ratk>i], 
pric<* changes for input factors, changes in technology, and variation 
ill size of plant also affect nists/ 

Marfiinal AnalyntM 

Since the demand curve presents the schedule of prices at which 
the firm can sell different (piuntities on the market, it is the curve of 
average revenue (t<ital dollar sah*s ' number of niiils sold). Tlie 
corresponding l ost curve indicates the av c rage costs of pnHhicing 
a unit of prcKliict, Both demand and cost can be stated alternativelv 
a.s marginal schedule's or curves. When tlic curves are thus j)re- 
seated, tln‘y indicatr* the idfect *iii total reveinn's aiul cost ol s«*lliiig 
(or pnKlucing I one more unit ol output ’ 
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By consulting his marginal curves of revenue and cost, the entre¬ 
preneur determines what output he can most advataagwusly 
produce and sell It is the output at whicli marginal revenue exactly 
erpuils marginal cx>st.' To produce more than this amount indic'ates 
that tile last units add more to total cost than they add to total 
revenue. To produce* less than this amount is to fall into the 
opposite error, for some expan>sion of output would then add more 
to re\enm* than it would to cost. At no juiint is the c'utrepreneur so 
wt‘ll off as when marginal revenue is equal to marginal cost. Thi.s 
favorahh' condition is sliown in Exhibit 1. 

Market Stmeture 

Thus tar t)it‘ comfutional theory of price ap|K*ars to he more a 
theorv of the finn s oMt[)ul, 'Po demonstrate how priee ean be inde- 
peruh iitly di termined by a finn, it is necessary to explain something 
iiliout tlu' markets in which entrepienc^urs sell their products. F'or 
coroenienee. vse shall reter simply to three major ty[H*s of market 
structure, ihcutgli ei'onoinic theory elaborates many other collateral 
t\[)es, 'Phe thre<' tsjx*s an*, pure conipc*tition, inono(Kdistic com¬ 
petition, and nionopoly, Lnder pure ef)iniH*lition there are many 
.stdlers and many buyers dealing in a more or le.s.s standurdi/ed 
commodity. So far as tlu* csaninodity or conditions of sale are con- 
cx'rned, no buyer has any reason to prefr*r thc! product of one seller 
over that of anotlu’r. And. because each seller produces a small part 
of the total ont|)Ut which t‘oin«'S to market, he cannot influence the 
market price. The inqH*rsonaI forces of aggregate siqiplv and de¬ 
mand determine tlu* market price which tlu* individual si»ller accc^pts 
as given. His only possible adjustment, therefore, is to expand his 
output up to the iwint where marginal cost equals tin* marginal 
revenue derived from tlu* product. And in this case marginal revenue 
is the same as the market [iriciv E(|iii!ii»rriiiri of the finn under pure 
C'onuM^tition is shown in F.xhihit 2. 

Tlu* monojMilist has .soh* control of a product for which therre are 
no close .substitiit(*.s; in other uord.s. he controls the entire market 
supply. Quite obviously, tlu* amount of output which he places on 
the markt*t will have a major effect on priev. He also identifiers his 
demand curve vxilh the market demand cur\*e. Thus the monopolist, 

^ Mf>rf pT«t:iv:ly. tlw' enlrqjnni^ur prc»rluc'« the mifpiit at which marginal reve¬ 
nue tquaU marginal ettst whim margiiml cxwfl will eiceed margirtal revenue for any 
expamiriin nS mitptit Ijevond that point. 
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unlike tiie ^^ller in pure competition, has two aitematives; he can 
eofitrol tlie amount of output which he places on the market (and 
this affects price), and, having a less than perfi^ctly elastic demand 
curve, he can set a price for his product/ The inonopolist, however, 
like the pure coiu|K:'titf>r, achieves the greatest net return by equating 
marginal cost and marginal revenue. The same n'asoiiing applies. 
The fact that the monop<i]ist has a iiogatively im lined demand curve 
leads tt) the eqiiali/ing of marginal revt‘iiiie and marginal cost at a 
[>oint on the vertical scale which is less than price (in Exhibit 1. AB 

Exhihit 2 


i.qni.imtii M (u HUM tMu:K ui. ('oMri rniON 



is less than AE), In pure cum|Hiition, by contrast, not (Jidv were 
marginal exist and marginal revenue <xjnal. but they also etjuahxl 
priet* (see Exiubit 2 ). 

Filially. In'twecn the logical extri'iiM\s of monopoly and pure cxim- 
[X'tition fall most o! tin' actual market structures oi the business 
world. In these markets svWvrs are de.scribed as In'ing in monopo- 
li.slic eom|ietilion lu'cairse i*ach has ttTlain distinctive pr<Klucts 
which lead huyers to favor him in preference to other sellers, and 
yet the diffrrentiatril piiHhicts of these sellers are reastmably g«xxl 
substitutes for one another. Sellers in this market p>sse&s iimited 
mono|>olies of their prodnets. and the piefereiKTs thev enjov niav 
\n* ephcnieral, in that they ilepeiid on rt'iteraled advertising ap(>eai, 
etc., which will tend to Ik* matched after a Iaps<^ of time by other 
sellers. 

* As wrts stMirU pTrvmwlv. tho pnn* i ompetitor’s onh atti*nian>t' i* to rcftiilitc* 
tlir Atiiount U' puts th<‘ mMrkH fltU, in his cwne, this i dunul prict* Wause 

»'f tW rckti\«!ly jtinall aiiKnuit imoKrti. 



PRICING AND PRICE POLICIES 


Both monopolists and monopolistic conijx^titors genemlly follow 
the practice of setting the prices for their products before p\itting 
tliem on sale. They are then prepared to .sell all that the market will 
take at the predetermined prk'e. For the most part, theirs is a prob¬ 
lem of price policy rather than of output policy. 

PHiCE POUCY 

Tlie foregoing paragraphs state in somewliat abbreviated form 
the marginal analysis of economic th<K)ry as it applies to pricing by 
the finn. It i.s a matter of !<jng-staiicling delmte mnoiig economists 
us to the extent to which business Whavioi conforms to the logical 
outlines of marginal theory." The consensus seems to indicate tliat 
liusinessrnen generally lack the precise knowledge of demand and 
('list wliicli the<Hists impute to them. There is also some (]uestioii 
whetiier the simplified logical inorlels of economic ihcHiry represent 
uccurateK the coinplex mecitaiiisms of the business world. Our 
interest in applying eaMiomic analysis to Imsiness situations com[>els 
recognition of the fact that husine.ssrnen, at least in the first instance, 
deal, not witli demand curves and cost curves in determining prices, 
Inil with numerous special conditions of the market in which they 
sell their prtHlucls. These conditions are of two sorts: those pertain¬ 
ing to tiu' internal organization of the firm and those relating to the; 
external slructurc of the inarket.s in which (he firm operates. Before 
examining these conditions, we turn to a preliiniiiary consideration 
of the meaning of price [xdicy. 

Meaning of Price Policy 

To say that a husinessinan has a price policy neces.sarily means that 
he has sume <legree oi latitude in de*ternuniug the price.s of the com¬ 
modities Ik* has to sell (or |x*rhaps those he want.v to luiy). In many 
s4.*ction.s of the economy, of cxnirs**. no such latitude exists. Tlie farmer, 
a.s an individual, tor example, can liave no price policy with regard to 
the wheat or s-otUxn he prcKiiK.’es. He is so insigriificant a factor in tlie 
total market that he must simply accx'pt the price as he finds it. . . . In 
the case of most manufactured prodijc*t.s and some raw materials . . . 

* B«xen! discussion of fnargiria] theory and prite imltfdf:^ th« follcM'mg; 

R. L. Hall and C. |, Iliuli. ‘ Prim* 'ni«s»r\‘ and BrfwMor.'* Oz/ord Ea>nomic 

Paperg, \o. 2 i May, pp. 12—45; Fritz Mathlitp, ’'M^irginal Analysis and Ein- 

piTii’nl ReM'ttrt.h.” .■Vmrrican Fnmomte Hevieu'. Vol. XXXV'I (Se|>ti*ndH*T, 1U4B), pp. 
5ift-54; Heniy M OIimst. jr.. '‘Marginal XlKwirv* and Bi.f5ine»s Afliericafi 

Frmtomir Hetieu, V'ol XXXVIl (June. 1947j/pp. and ''Average Cost and 

Long-Run Eiasticitv- of Demand,'* /mimaf e/ P<4itui'al Economy, Vnl. LV t )ime, 1947). 
pp. 212-21; and R. A. Gordon. "Short-Period Price IMcTfinination." Ameriron Kco* 
nomic Artieu, \ol XXXVUI (June, 194$), pp. 2a*Wi8. 
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tb« iiidivkhial l>ii$ines!¥man can cxerciM^ M>irte discretion in determimng 
the? pric^e of bis wares. 'Mie manufacturer of steel, of automobiles, of ccim 
flakes, or cd proof ietary tinigs has a very real voice in decitling the price 
at which lie will sell The extent of this discretion varies widely; it is 
generally, thougl* not necf'ssarily. greater where ciunpeting jwdlers are ft*w 
itmii where they are nuiiiy."' 

As a result <if this eonuriand over price, one of the iin|V)rtant 
functions of business inanagc^fnent is tlie adoption of gf'iieral pricing 
rules, i.e., price p)IicM‘s which improve tlu‘ inarket position of the 
firm. 'The term [price |M)lievj implies tfiat the firm does not adjust 
its price autoinatieally to evc^rv ehangc* in ex|>ecte(l (hMiiand or eost 
conditions, hut follows a line of ac tion that is expected to persist over 
time in spite of cronsideialde change in market conditions." ‘ Price 
[K>Iicy indicates the detennination of pric'e thiough nTerence to a 
broader set of considerations than is ordinarilv understood liv cost 
and demand conditions. ‘I'lie significant pricing activ ities of a l)usi- 
iiessmari relate to his sedection of a price poliev; actual price setting 
is likely to be an administrative* action which carrit's out the poliev 
previously adoptcal. 

Inlerttal Organization an a Determinant of Price Policy 

How a coni|>any is organt/ed has au ini|K)rtant hearing on the 
price policies it .selects. Ooritiol ovei prices is frei|uently distributed 
within tiu* firm among .several levels of antboritv Top managf'inent 
oftcMi makes the key pricing decisions, tliat is. the changes in base 
prkrs. SulMirdinates carry out the complex task of adrninisttTing 
discounts, extras, and other terms which constitute the firm's priw 
structure. In June, when the IntcTstate C'a)innierce Commis¬ 

sion rt'ijirirtHl the eastern railroads to effect a general reduction in 

* .Srtui .Ultl VVallrt <1. Krim. Cfirr anti PtAinf i T.S,FX\ 

iWk I) { <H»veninMTit Printtii^ Oltur, lOk)*, p. 4. 

(.'imfi mu'*’ on UfUMreh, Ct>\f rtriJ Pritr PiAity \c\»' Ynrk: 

National Bnroitu ol KiOiKniiu IfM-D, p, 2T?J S<*t' also CTtirwin f) Kdwimk. 

**rr«ing rfdKTiifiov and PnlKirs,** Amw/x t»f thr Arra^ran Anuinritf nf P.Aitkul and 
Smitit SrIofkT. Vnl C CI\ (May, UMO), p. lOf). “A wur iw4k\ ri^lv oulv marktt 
i^viKllticNu >V'Kuli arv wuU'rsjwrad and siistaincnl. It rodents in inndilums 

only whrn tKrv luor p< r>«t»tf'^l lonii c*noni;h to nPioitKi’ tlir manact'npcnt that it 
iniiifrontnl vitii a trt’od rath«‘r than an 

* ""nw' dm tTirm! prohU>tn that t«viftonU tKv ivoiumiuit is tlw tho,>r\ ni pru:* ; tlu? 
pTHi'tical probli’in that t.urs tin* huxinr»«uao u* tlio |Kdirv of jirn r, Pritt* thi'tirv ami 
prur ch»lti;\ rtio olncor ami tlir rrvt'rsw- <if ilu* sainr Ttn^^kd. The ctomimist irnns 

f'Vpuin kow pritr^ aff forntnl ami bow tlM*> v^ork; iht* huMinssinaii rtiticavitr^ to 
»**Un't a prif«- ptdKV will jttHtuir for him tin crt.ntrst “(Edwin R, A. 

Sc^hginan and RoU'ii A. laor, Prict-Cutiin^ and Pm^-Mainitmance iNr-w* York; 
Harfnrf A Bros.. 1^)32!. pp- 2*-vk 
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their base prices from 3*6 cents per mile to 3.0 and 2.0 ctmts for 
Pullman and coach» respectively, this was a lo|>-manageineiit deci¬ 
sion (actually, it was forced on management). Implementation of 
tliis reduction in base price* was the work of the passenger rale- 
making di\'isi(>T)s of the railroads, which had to recalculat** tliousands 
of jx)int-l(vpi^int fares, liecau.se of rate ecjuali/atton and other ir¬ 
regularities in railway rate stiuctures. the general cut in the basic 
rate could not l>t‘ applied uuifonnly across the liourd. Thus the 
impact of j)rict* p(dicy made at the top filtered through the organi/a- 
tion as paiticailar details of prict* administration were handled at 
lejuer le ve ls. Ainoi»g i)ther effects, the v(tv elalKiratenes.s of the 
administrative pnxess in setting and resetting priei^s may deter 
management from making frt*(|uent changes. Such a result seems 
liighlv prohahh' where eompaiiies have puhlis!u‘d catalogues and 
where price lists have been distributed to c ustonuTS. 

Tins sugg<‘Sts tlie possibilitv that another feature of internal or- 
gani/ation, nanielv. the planning pen<Kl, may have a major influence 
on the seleetion of price policies. Busin<*ssriu‘n as vvell as economists 
distinguish In twcen dt'cisions made witli Kderenee to the long run 
and tliose vvhieh look only to the short run. The planning pr^riod, 
whetluT long or short, delennin(*s the (Hmsiderations which enter 
into the st'leetion (d a pru'c [xdiev. The planning period may 1«* 
thought of as “the U’ligth of time within which tire anticipatc^d 
n'sults on the firm s revenues and costs lliat motivate a decision are 
exhausted/' ‘ TIm* length of this period varies from industry to 
industrv and from firm lo firm. In retail trade* it is eustomurv tf) plan 
merchandising n[H*ralions i purchasing, financing of inventories, sales 
planning ) by si.x^mnnth perimls. Although indiv idual prices are sub¬ 
ject to cliangc more frec|uently, the general level of pri(*es within a 
six-month season tends to hover around tin* planned mark-up for 
the peri(Kl. In the automobile industry, on the other band, the model 
year is the usual planning period. Tlw* sale of a promotional lot vshich 
a department stcuc* picks up in the market indicates a .short-term 
prk't* decision. On the other hand, long-run price* decisions arise? when 
a new* product is intnKluced, when channels of distribution are 
changed, and when a lU'w* price line is adopted. 

Other aspt'cts of intenial organization als<i acc*onnt for the selecv 
tioii of particular price |X)licies. An intarjgible but highly influential 
facior is the jxjrsonal outlcHik of the entrepreneur where a .single 
* Confrrrw v. tin Prkr op rtf., p. 270. 
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individual hold^i a pnsitkm of great power in a largr* corporation, 
Prici* [wdicic-s in the early davit of the automobile industry were in 
no small degree traceable to tire insistence on low pric<?s and mass 
clistrilnition by llenr)' Ford, Price* cutting in the n»bfx*r tire industry, 
wdurre a small uurrilw>r of largir linns dominates, may have resulted 
from the |H^rsonuI influence of Firestone.’' Recently the fKisition of 
(he Great Atlantic and Pacific T<*a Gompaii\ has exerted a down¬ 
ward pressure* on retail ftKid pric<?.s, and this may be traceable to the 
|)ers<wuil outKxik of Mr, John Ilarlhml.'' 

Market Structure as a Determinant of Price Policy 

The (smdititms of competition which prevail in the market di¬ 
rectly affect tlu' priti' |iolicif‘s which business coinparnes select. 'I'he 
nature of competition, in turn, is determined by (he institutional 
structure? of the market. Fconornists. in developing this explanation 
of com[>etition. are ucenstomed to classify iiiaiket stmctin<‘s pri- 
inurily witli regard to the niiiiibers of sellers and buyers in tlu*se 
markets and w'itb regard to the d<»gree of dillercntiation of th«* 
prcxUict. These cliara<'t<*risties of market stiucl\)re are obviously 
among the most important factors governing the firm s sel(*ction of 
price [Kilicies, but in the disc ussion which follows we shall refer, 
as w^ell. to other as[H»cls of matkei situations. 

When u large number of sellers and buyers is active in a market 
ami when no c»ne firm is so large* as to dominate, no inclividual 
companv^ is able? to pursue a price p<ilicx; the* market price, deter¬ 
mined by the iiitcraction of the large numbers on either side, 
govems. Only in the limited sen.se of .stas ing out of llie market or 
of buying or selling more* bc\avily than current recjnirf*ments can a 
firm have* a prit'C' [xilicy ( this might more propcTly be called a 
"volume*’ policy), riic case* is different where one or a small number 
of linns cxinstitutc's the wliolc* market. The induena? of the individual 
firm’s pi ii'c on the market pricr is tlwn e\ ident. With a small nmnlier 
of firms, a price jxiliey—some c'oiisi.stent line of action—is necessary. 
But, even under these* conditions, if firms are of ciilferent size, 
smaller finns may find that thc’V can enforce no price policy of tlnnr 
cmm. Sexmer or later it bc^come-s c*vident that it is to their interest 

‘^CkiT WiK'oji. (ampi^ituw «im/ {T.S.FX'. \fimi>f^ruph So. 21) 

(WttjLtangtoii, n.C CU»\r’rnnK’«l Pniiting UMOV, p, 4O, 

M. A, Avklmtin. ‘Tlwr A. uimI 1'. A Study in tU.'iiimimic Thttwy*.’* 

/(wrrwi of Et Attu^niuj, Vot LXIII 194^^ p. 241, 
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to adopt the prices set by larger firms. Thus not only numbers but 
size of firms determines the character of price policies. 

Whether there are numerous and close sul)stitutt^ has an impor¬ 
tant Iwaring on tlic price pohcic!« adopted by business tnimpariies. 
Prior to 1941 the Aluminum Company of Ameriai was the only 
pnxlucer of uliiminiim mgot in the United Slates. As a monopolist, 
the txmipany ixjuld have set higher prices than it actually did, Tlierc 
is some exidence to show that in the twenties the company held 
alumimim prices low enough to disaairage pokluction of other 
light-metal substitutes. In indu.stries where there is more than one 
producer, the several C'oinpetitors, in an cfFori to escape pric*c com- 
pc*titi(jn. may diiferentiate their product.s. Fspeeially in eoiisuiner 
gfKKls. (hff(*reutiation of products is widespread. This is acwm- 
plishecl l)\ hraiKiing. packaging, design, and technical distinctions, 
and tlie differt'oees (in the consumers inind^ are emphasized by 
adxertising. A Chevjolet is i»ot an exact substitute for a Ford, and 
yet, d( s[)ite tfie limited protection afforded by diffen*ntiation, these 
automobiles are verv d(?finitelv in ct)m]X‘tition with each other. 

Aside from diHen*ntiation, other a.sjx*ct.s of the product have a 
marked effect on price policies. A consumer gotxl is likely to recjinre 
a diffcr<‘nt price policy from an industrial good. In the one case 
buyers are niinu*rous, relatively uninfonned. household consumers; 
in the latter they are predoniinaiUly skilknl purchasing ag(*nls, pri- 
marilv conceniecl with the technical projxerlies of the pnxluct. 
Durable gcxxls, whether consumer or industrial, are also likely to 
require different pric^e jwlicies from nondurabhvs ami iiulustrial sup- 
pl\’ items. These latter arc purchased from dav to dav and week to 
week and are generally in more elastic demand than durables. 

Other jisjx^cls of market strnctiire. significant in the seh*ction of 
pritx^ [X)licies, include distTibntive channels. In a general way, the 
longer the distrilnitive chain, the less flexil>ilily tluw is likely to lx? 
found in price policies. A packer of frozen foods aiinounc^xl price 
reductions of 2-7 cents a package and simuhaneotjsly cUrninated 
wholesalers from his distribution channels.^® 

Various asj>ects of cost have an important Ixutring on price poli¬ 
cies, Tile degree of current cxintrol of prcxluction. i.e,. the length of 
the production period, may determine how rapidly changes in raw 
material and lalxir exists affect final prices. The manner in which 
York Timet, II, HM9, 
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unit cmts vary with different sixes of plant may ako affect the price 
policies of different companies. Variations in cost resulting from 
short-run Huctuatioiis in output can inflneuce price {Kilicies. In this 
connection it is interesting to note that the automobile tompanies, 
which accept the inmlel year as their planning period, take no 
cogniziinct* in price pdicy of short-tenn fluctuations in tlie rate of 
production.'' It is difficult to see how' they could. 

This by no ni«‘ans exhausts the list of marke t phenoincMia which 
influence price policy. It is probable that tiu* age of an in<Instr\ has 
something to do with its pricing pdicies. It is not simply that the 
older industries tend to be more conservative in outlook; there seems 
to 1 k^ ako the very real problem, especially in diiraliles, <»l market 
saturation. The eh'ctric refrigi-iahir industry, whicli experic^nced 
very little decline in tlie depression of 19:>2“4V found that tin* 
change to a replacrment market nect\ssitated <liHerenl price policies 
following the depression of 1937~3>>. OtluT aspects of market struc¬ 
ture e\<Ttiiig strong influence are cusloiiiarv price's and prict' differ- 
entiak. Price in some markets lK*come.s so kh'utified with a certain 
level that adjustments t:eas<* to la* made in price police'. In retail 
trade, price lines sometimes remain unchanged for years. The bill 
impact of adjustment then lalls upon prcnlnct variation, adxerlising, 
and other (onus of nonprice coinjH*tjtion. Another dimension of 
market slnicture significant for prii'c piliey is tlie existence of pat- 
cmls, trade-marks, and oilier legalized restraints on comp'tition. 
Because these confer partial inonopilies on the sclh'r, prices in these 
markets art* frequently stabilized in the short run. 

Finally, the presence of governmental control o\cr conditions of 
comp'tition sets limits for tlu* exercise of [iricc polics. It is higlilv 
probable that the anti-trust activities of the government havi* led to 
the dev td<»pment ol certain price pilicies which might othervv ise not 
have appMred. In the absence of legal barriers to price agrt*enients, 
there seems little reason to doubt that inanv industries would liave 
found it convenient to follow the practice, sanctioned afnoad, of 
fonning cartels op*nlv. Cicnernincnt aetioti has ako influenced the 
price pdicirs of business companies through resale price main¬ 
tenance and iinlair practice laws. Kven where certain prinlncts have 

Htmirr H VjiiKlnbUi*', "IVu iriK P«*ht i«-s in tlie Aiiltmiolnlr IfKtimtrK-s.*’ Harvurti 
BuMtwxx V'.‘1. WIU •MtniJiH'i. pp 'VSV-40J. l*\ii a tliHt rrrit 

U«»n ot ihf *'■(!»'< IH ot v'Osi on piitr J«n'l IV.in, *'Pru inm ami Owt 

ArtijKiii'w." Proim/ini^ji thr Xatumni ttf Cmi AmruntmUir. 1949. 
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not been “fair-traded," there is reason to fxdieve that the nature of 
tht^ markets in which they are sold has been affrt'tcHl l>y the presena* 
of numerous competing products which are legally price-maim 
tained. The packaged li<juor market in N<*w York State, after passage 
of the Ff*ld-Crawdord Act (rf»sale price maintenance ) presents an 
example of the effects of government control on the* prices of con- 
sumc'rs’ goods. Perhaps no single j)ieie of legislation has more di- 
rectlv affoctetl busiii<*ss price* policies than has the* He)lHiison-Patnian 
A(’t, passeel in 1936. w hich forbids price dise riniination on tlie part 
of sellers anu»ng bnyers. The aim w'as to pla(*e* large and small 
hovers on tlie same* f(K)tiiig. so far as [>rice‘ was concerned. 

so.v//: rms of rnicF nuicirs 

The (ase materials in Part IV e>f this volume have bet*n organized 
uiidcT the* heads oi varieMis tvpe.s of pric-e jmlicies rather than undeT 
the heads of ehffere fit (\p<*s of market structure. The* latter plan, 
which i.s nton* c«)mmon in textlwroks em e conomics, calls for a dis- 
cMission of pure* competition, of rnoiiopolv. f>f olige^poly (fe*w' stdlers), 
oligopsonv Mew bu\<Ts}, and of menie»p()listic competition (many 
sellers witfi differeaitiate'd proehicts). Phe arrangem(‘nt follow'ed in 
this volume was ch(jse*n hecaiise- of the* autlicns' bedie*f tliat the 
problem f.ice*d b\ the businessman is iie>t so miicli that of selecting 
a certain logical pigeonhole* in which to file aw'ay his “case" as it is 
that of deciding which of a nuinlHT of alternative price* policie*s is 
most ap|)ropiiate‘ for his conipanv. A business firm abvavs starts 
from a specific market situation: the prohle*in for manag<*nu‘nt is to 
select a policy which seems me^sl adv antagc*oiis in this situation. 

The organization of the case materials by tvp(‘s of [>riee {Milieies 
rather than in terms eif market structure sIkmiKI not ohsciire the 
intimate reflation lM*lwf*i*ii the two. As indicat(*d alK>ve. the* price 
jxdicies .s<*lc‘c*le'd hv iTianagemcmt arc* an ontgrf)wth of lioth the 
firm’s internal organization and the c^xlernal markc*t situation. In any 
given situation more thafi one price policy may Ik* appropriate. It is 
to \h* ex|K'cted that, under some circiinistaiK es, several [xdicaes can 
Ik* used a.s complementary parts (»f thi* whole strategy of the Finn. 
Thus in the steel industry gt^ographic exmsiderations, as well a.s the 
large size and .small numlwr of firms in the* industry, have led to 
adoption of the ba.sing'point system of pricing. Moreover, the 
dominarrt position of the I'nited States Steel C^orporatiori has placed 
it in the position of pric*!* leader in the industry . There is also the 
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price structure as well as base prices to consider, and this gives 
rise to jfxdlcies of ditferential pricing. 

Price Afireementn 

Under some conditions of market struciiire, business companies 
have acted in conc’crt to c^stablish iinifonn mark<‘t prict-s. Although 
many pritc jK>!ifies attempt to acccimplish tl»is objeetiNc through 
indirect ineth(Kks\ there are two conditions iin(h*r which |>rice con¬ 
ventions cjjMTule to set price direi'tK: ( P where the miinlx^r of 
sellers is small enough to permit easy aMitrol of price and (2) where 
goveniment intervtmtion has provided tlu* framework for large niim- 
liers of sidh'rs to adopt a crmunon pric e*. 

Agreemenis among a b'W sellers who set prices for their industry 
arc jmihibited bv law as coii.spiractes in restraint of trade. Despite* 
the illegality of such aetioiu price agreements haxc* fre<|U(*ntlv been 
made in industries where conditions are fa\ orable to this end. lire 
government, throiigli tl»e hVcleral Trade* (aimrnission and flic l)c‘- 
partment of Justice, has .souglrt to bring such agrc‘crn<*nts to light 
and proscH'ute the partu*5 under tlie anti trust laws.** It is prcjbable, 
howevTr. that pricT agreeriuaits are far more num(*rous than pub- 
lishc'd iiifonnaticMi woidcl itidic atc*. 

TncTeusingK. businc'ss eoiiipaiuc\s are looking to the go\ eminent 
not only to permit price agreements among scdlers bnt also to **upply 
enforcement niachineiv. A striking example^ of this sort of price- 
agrecnient techiii(|ue was found under the N.H,A. codes. "Sm>ri after 
he tcM)k office in 19A3 the* administrator announced that, although 
CHUidiict in ac'ccndaiu'e with approvc*d cmles was exempt from prose¬ 
cution under tlie anti-trust acts, it was not intended to authorize 
price agreements, Ne\ cu theU'ss, ofM) of the first 677 eodevs containcKl 
some pmivision relating to itiinimuni prices or costs."*" Only twedve 
of tliese codes, however, einpow^ered the code aulhorilv to establish 
minimum prices without reference to c^osl of product ion. The mosi; 
itn|>ortant c'od<\s |H*miitting direct setting of prices were* those in the 


’•Ftmii t») 1940 the Truilo ConiinKNton and dmfit 

ordt’M in^n)vM\^ pfit’r agrf'«*ni«*iitv «i thr Indnstno'. ravon varu. 

pin nkirts. tiubmt* sit'iwratt^fs .iiwi Inpntl cUorIne, 

(akiuin thturidr, tom t.rib* and sulns. tcrtaiu »»f vt'attTWiwks and 
ea* itvsttiii ci|ut»iiicnt. pnKrri/vd iron. nildHT luvls. rnii 5 H: rotU. 

iitlMWHplKni plumbing .HuppiH*5, nn^Ul gaiiolimr. anti hru&hea 

( Wikm, op Ht , p, 

''Arthur HoK^n fbtnv«, l>et'Unr of Cimffctitkm {New York; McC^raw-Hill Book 
Co, ItK.. 19Cia>, pp. 471-7^ 
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ExMbU 9 

PKICICH OK BlTirMlNOUS CX>AL, lA MBKR, COPPKK. AND PRTUOl.KirM, 

t0»3'»4 



SouTC'c; Arthur H, Bums, DecUtw of Comfhrtitum ( Nrw Vixrl \]cOiivP-HiU Bof>k 
0»,. Inc., p. Cowjtm of piibh^luc. 


bituminous coal, liimtier, and |x*tToleurn industries. Tfie immediate 
result was an abnipl rise in prices in these industries, as indicated 
in Exlubit 3. Because of the difiicnilttes of enforcement and lack of 
general agreement as to the desirability of prices set by the axle 
authorit\% there was widespread evasion. In the case of the coal 
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industry, suksrrjtu^Tit logislution attempted to carry on industry¬ 
wide prit*e making after the N.R.A. w^as declared iiiK'Oiistitutional 

Price t^adernhip 

l*rice leachTship is a practiei* in which most units of an industry' 
adopt the price announced hv one riieinl>er of the industry. Ordinar¬ 
ily, this meriiher is the largest firm in the industry. The I'nited States 
Steel Corporation, for example, is tlu* acknowledged price leader in 
the steel iiidustiy /" 

Exact fnllim ing of the price leader l)v all firms in tlie industry is 
rarely found. Oc<‘asioiiallv other firms mav initiate prite changes, 
and there rnav Im^ lags in adjusting pric es to lho.se of the leade r. When 
demand is strong and sales are at a liigh level, tlieie ma\ he more 
dis|)Osition to follow the Ir-ader than when demand is weak and sales 
are declining. In the lattf‘r case, temptation to cut price is strong. 
Eeadership is usually more carefully followc'd when price is rcthiced 
than when price is ad\ anced, but this also depends on geiuTal market 
conditions. In tiu* jxwtwar period, for example, the smaller mami- 
(acturers of motor cars plac<*d their prices at higher levels than did 
the Hig Three. 

The largest finn assumes leudt^rship because of its rf‘cogni/<‘d in¬ 
fluence on the market price Its financial resourevs and large pnxhic- 
tivc capacity enable^ it to enforce leadership Other immibers of the 
industry mav also look to (he leadt^r fm guidance in pricing because 
tlie dominant firm is expt'cted to have l)etter know ledge ol c-osts of 
prcHhictinn and rnarketing. 

Price SiahUizaiion 

Price* stabili/ation relates to the Whavior of prices over time. 
Prk'cs which are stable cliange little; c'omplete stability means ab¬ 
sence of all ehaiige. But. obviously, all prices change somewhat, 
given a sufficient lapse of time. Price stuliili/ation. therefore, is a 
relalixe term; some prices are more stal>le than others. During the 
depression of 1929™.'k^, for example, prices of copp*r and hides 
declined oxer TO per ivnt. Prkvs of agricultural implements and 
aiithraeitc <'oal. on the other hand, dcx'lined hardly at all. The latter 
are stabili/eil, infl«*xible. lu insen.sitive prit'e.s: the former are flexible 
or sensitixe priees. 

\ s{>rvut (itrw of pritv triitUT^hip, pruing. i.s in Caw: 

IV'-'S, ’TIk* SttTl Ifuiu^klTv. ’ pp. If. 



ZtkOrit 4 


WHOIJ^SALE PRK:IC,S OF SKLEtnivD CX>MMOl>ITn;:8, 
(1926 * 100) 



S^mrce: T.S.E.C. ^fon^ff*raph Sfi 1, p, 25. 
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Cliangf^s in prtc« can be grouped into four categories: casual 
variatioiu seasonal v ariation, cyclical change, and secular trend. Thcr 
first IS cliiirat leri/cd by irregular movement, follows no pattern, and 
is iinrelat<*d to the general prict* level. The second otfi?rs a recurrent 
pattern of variation with annual jX^MKlicity. The third follows broad 
sw'ings of tiu! g<*neral price level in perkxls of prosperity and de¬ 
pression, while the fourtli shrms a jx-rsistcMit, long-tenn movement 
of its own, iiHle[X‘ndent of the general price level. I'.xhiliit 4 illus¬ 
trates seasonal, cyclical, and set ular priet* inoveinenis of three* sc- 
lecle<l commo<lities. The jmee policries of lifisiiu*ss companies can 
have to do with any of these tyjK*s of price rnovc'inents. but the 
policy of price stabili/atioii is |X-culiarly significant in ('onsidering 
cyclical inoveinenis of pritMw. A eontrast of staf>ili/e(l and ii(»n- 
stalnlizc'd j>ric<*s is .showm in E.xhibit 5. 

'rhere are three eominon statistical measures of stabilitv: the 
frvtfuvnnj of change in the price of an item, the (implitrulr of ehange 
(i.e., how high and lt»w' price swings), and the /inline of piic^e 
ehangt* (i.e., W'lu'tlier a givcai series Ic^uds or lags otlicT series ). It has 
also Ikhmi snggi'sted that tfic response* of pric'es to cost is of basic 
importance in the study <»f priec* Hc‘\il)ility, For e xample*, some m- 
dnstries are so orgaui/.c’d tliat thev teiul to pass on rapidlv. }»v 
means of [iiiec* nuliic tions, tin* lM‘iK‘fits of c ost reductions achieved 
throiigli tec finologtc advance, others are slow to do .so. 

I'xhiMt 5 

SI NS! rivi: .wn insknsitivi imucks. ww 39 

(lajtv" inu) 
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Bums traces the widespread desire, on ibe part of business c<nn- 
panies, to stabilize prices to five? causes; 

1. TVr* crude tliat higher prices always mean hitjher profits; 

2. llie fact that, with excess capacity and iarne o\<*rWad costs, price? 
Stabilization eliminates the danger cutlhrcwt eompf‘tilion; 

3. 'rhe t^eiieral belief that demand is inelastic and that oiit* price cut 
may eneonrace imyers to wait f<»r another rednclioit; 

4. I’nciTlaiiify as to which price* jmlicy will be most prufitabh*; and 

5. 1 be fact tliat price stiibih/.ation is a simple, leadilv imderislood policy.*^ 

Th(‘ market conditions which pennit stalnli/ation of price's arc of 
manv sorts. Tlic fact that in many coinpanit*.s prices art* set lor a 
season, a ukkIcI y<*ar, or other selling period increases stabilitv. 
Similarly, soinr commodities, such as steel, arc sold iindcT long¬ 
term contracts, redm ing the number c»f transac tions. Others are sold 
with guarantees against jirice declines—a slabili/ing factor. Prices 
are also likelx to Ik* staldt' in industries where trade associations arc* 

J’xhihit fi 

Avma.Ksvij VH\ci < oi in iivi < rm;s, ira, to 



Source: Anlmr R. DtrUne of iSinx’ Y/»rk; MfCiraw-Hill 

Co,. liK.., 19361'. p- 234. Cotirtcsv i,rf puhlHhcv. 

’■ ibid., p I9fi. 
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E«MM 7 

PRK’ia (IF WHKAT ANH KIAH K, 1032 30 



Sniiruu ArtKiir H Huros, of f Nt w York Hill ,H<K>k 

(%>,, lri« , M>2f4 f p, < !o«iTt*’».v «»f pii}i)iH,)K‘r 


Strong or wIkmc* tiu* iininhrr of srllrrs is small In tlir lattt*r tlio 
f'stistriK'n of pi ico ItMcInrsfiip onrcniragc^s stahililv of pric r. 

Hie c‘lf«‘ct of dilfrrc’ot inarlc't strut.*tnn‘s on prioc* stability is il- 
luMratc*cl In a yoinparison of birad pricos ( Kxlnhit f)) with prices 
of wlicat and fhnir, both wholesale an<l retail (I’Alubil 7). The pro¬ 
duction of br«Md in large cities is frecpientlv in the hands of a few 
large baking companies, w ith a fringe of smaller ones. The smaller 
firms lend to accept the priies set by the larger ones. In these 
markets, pric'es change iiifrecpiently: in ( anciunati. for (‘xainphv the 
priit' <»f bread was fixed at b.2 cents per pt)nnd (hiring 1922, 1923, 
and 1921 and at 7.1 cents from February, 1925, until December, 
1926. On the other hand, the prices of u heal and flour are dder- 
miited bv tin* actions of large numbers of buyers and sellers on well- 
orgaiu/<Hl markets. Prices foi these csMumtHlitics ehange frt*<|ucntly 
and by apprecja!)le amounts. It will Ix' noticed that the long decline 
of xsheat piiees atU^r 1924 was not reflected iii coiTesjx)nding rininc- 
tions in the price <»f bread.'* 

Price Cutiinf: 

A firm engages in price cutting w hen it rediK'OS the price of an 
article Ik’Iow the level at which other firms are seOing the same or 

'"IW , pjr aU-iS, 
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similar goods. Strictly, any departure from a unifomi market Unel 
would be regarded as price cutting under the terms of this definition. 
But it is customary in many industries and trades for different finns 
to preserve recognized differentials. Siipt^nnarkets. for example, usu¬ 
ally sell the same gcxKls at lower retail prices than do small service 
stores. These price differentials an* part tlu‘ regular market struc¬ 
ture and are nut ordiiiarih considered prict* nils. 

Business cornpanic'S cut prices for st'seral reastms. In the first 
place, price culting, <'\eii under pun* t‘oinpetiti(jn, is the* method by 
which iuljustinents are made io changes in cost and demand, Some- 
one must initiate the cut. Sec'ond. firms find a lempora^^ advantage 
in pri(.‘c c utting as a way of s<*<:uring a place in the market. Thus, a 
new retail sttin* may reduces prices below the going le\r*l in order to 
bnild up a eiic*nlele. A third fonn of price* cutting involves the use of 
leadtus. 1 he prices on one or a few items arc* cut in the liojx* of 
attracting sales. eitlic‘r for the se or oilier items in the line. Fiimllv, 
tliiTe is predators pric'C' ( lilting which aims by price* n‘(lnc(ions, to 
destroN the* business of e enn|H‘titor.s. A related tactic in pricing is the 
disciplinary pric e cut iiuoked bv a pric.'e leader to bring into line a 
MTiaIl<*r firm which has brokeai tlie* establi.slicd price. 

DiffervntUil Prwin^ 

In inanv business situations the price of a prcKlue;! is not a simple, 
imequixocal fact. In industrial pricing it is iM*cevsar\ to distinguish 
the hast* price Iroiri the price stniciur< The latte*? n'jiri'.sents the s\ .s- 
te'in of clifft'rentials or departures from base* |irice. fn the* steel indus¬ 
try, for (*.\am|)le, there is a base price <)nott‘d for slc*el of a certain 
dimension. Added to the base pric e an* < .t/rrrv. whic h apply to certain 
shap<*s and sizes of the prcHluct. In the .same manncT, ste*<‘l of su|X*rior 
chemical composition calls for “cjiialitv extras.” Hu* relationship of 
f>ase price to price stnictun^ varies grf?atly among industries. Fre- 
ejuently, the differentials in price are assexiated with differing c|uaiiiti> 
ties purcha.sed, in wdiich case they an* C'alled “ejuantitv discounts. 
At other times the trade status of the Inn «*r mm gi\ e* rise* to different 
“trade discounts/’ Tims chains and maiborder houses may lx given 
discounts off the base or list price vvhk h anr different from those 
given wholesalers. (Under the Hcibinson-Palinan Act preferential dis¬ 
counts may legally l>e granted onl\’ w hen based on difference in c^Oxt 
or when the effec*t is not materially to lessen competition.) Other 
differentials in the price struciiire may f>e introduced through cash 
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discounts, frcJight allowances, seasonal discounts, advertismg and 
proinotional ullcwances, trade-ins, price guaranh^^, varioiLS credit 
tcnns, and discounts for t?arly acceptance of deliver)'. The net price 
may also l>e effectively modified hy use of guarantees of jX‘rfomiance 
and quality, hy extension of legal and oIIht services, by agreements 
for exclusive clc‘alerships. and in other wavs which are not directly 
measurable^ i»i dollars and cents. 

Tlic iunx)rtanee of the distinction lH*tw<‘en base price and price 
.structure is twofold: (i) there i.s a tendentv for announced price 
variations to lx* made in terms of hasi‘ price rather than in price 
stnietiire, tin* latter rejnaining fix«xl for long periods of time, and 
(2) when pric:es soften, net priee.s to hnyers vi'ill often be redne^ed 
by secret concessions within the price stnictun*. I)as«* prices rtunain- 
iiig unchanged. From the standpoint of managfanent the distinction 
Ix'tween hast^ pru‘e and prict^ stnulfirc is also important bec*iusc it 
gives the firm additional riKMiis i»f ailjusting its prices to the markets 
it serves. 

The occasions for price diffcrciitials an* immerons; mans price 
structures are clesigned to provide prices not only for idi'ntical prod> 
uct.s sold tmder dilleririg conditions or in differing amounts bnt for 
nonideiitical products which arc related in demand. Sonu' of tlie 
pricing ])nrblems which give* rise to priir diffcTcntials have been 
clas.sified bv Professor Dean^'' as follows: 


Tt/I»r nf 

Quntitv iluTrirtiiia!'* 

Vm' aiSti'frMtrilH 

dtlTrfrlltlMU 

St>'U‘ pruflfri'.vtiuns 
Trtrtl 

QuMiitify 

PwintnitUTtn ohanuri 

Iiwl IVitn. For^v.istini; And 

(JaiiwATV, 194^). p, iSHtl 
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' fCt-Kul.-ir Yrr-’U" ''Ijphfinis ' f»rniKis 
Ivf.n, s^•rsu^ .S-Cm truokf* 

. Uoy.'iliy >tf pjin'ni> Hud 

, ITfli lutuTv 
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\ M .«riiir»« m-i'Vtr prn-#'f* 

OU'fwvik rlrrfnr rati*?! 

\ Mrri'h.'jndi'^*’ inark-tifiwms 
‘ l iditmu ihiTrn 
Jntr<Khir i^>rv l!•»^‘!»HTi|»U‘^n^ in 
t<» wrvirf's 

j Onl^T-.'sifo difso^viti!'! 

■ liiftVn nliiih 

^\Vh«a«*s;klr vfr<u.*> rt'tnil 
' Frivrit«> br/kixt vithus huumif bmiul 

' litMUK pn< in<c 

eulicy.” Journal nf Markatinff, \’ol XIII 
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The criteria for setting priw diiferentiaLs an? as in llie case 

of other prk'e |x>hcies, on the cluiracleristics of market stntcture, 
l)t‘au discusses these as follows: 

Product Litiv Pricing. Tlir prtiblem is to fix the relationships of prim 
among your ponlncts. Wliat kinds of products lu^ed to he prii^Hl in rela- 
tuHiship? W hat kinds indepeiulently*::^ In princi]>)e. only prcwhicts whow* 
demands are imjxirtiiwtly interrelated must he csmsidereil togellier in 
pricing, l{e)atioijisln|) on the cost side, tlirongli eominon prmhiction of 
distrihution processes, has no hearing ht^ie. (..'ornnum costs redncM!" the 
accuracy ol esttrrute> of tlie costs ol iiidix idual prodncis, hut should not 
allrit tlie reflation of product prices. Joint products sluMild he pna-d 
independently unless tliev are rc.lati d in demand, Demand interdepend- 
eiK»‘ include s products that are similar in use* and lienc'*' are potential 
fringe suhslitutes. or products that nunplenient one another in use or in 
the* selle rs’ marke^t-str.itcgv. 

,\ common way of se tting the price of such kindred proilucts is to 
estimate the- full co.sts, including overlu^uls. of each and apply a uniform 
pe‘r<cntiige* maik-up. 1 his is easy and de finite, hut it is usiiallv iie>t flu* 
lie st wav tf) go aluMit it. The various epialitus. size's, eeiitions e'tc., td the 
product are likely to taji niiirke’t .sectors dilleriug in demanel elasticity 
ami in coinpetiti\e intensitv. 'Ihese* dernaml iidli rences should he the* 
ccMitrolliiig dete^rmmatiem of piiee* diilereiiei s, 

A constructive* approiuh to proh}e*tns e*f this type^ is tei vitnv the* product 
variants as o|)portiiintie»s for market segmiaitation in order to tap addend 
markets and to se‘{)arate sectors of (he* marke t which dilh’i in ch'marid 
elasticitv, Foi e*\ampl<\ multiple eilitiems f»t hooks are a means oi sue 
c*e ssive*ly e-vploiting me»re and more- elastic sectors of the* market. \ fi*we*d 
thus the* technical prohlem of preediict line' pricing is te> ohiain the ino.st 
prolitalile eiegn.'e and kind of price* discrimination. 

Kelevanl eonsiileration for se tting priKlue t difle'rentials includes: (T) 
ilelative huyer-IxuK'fils ohtaitie*d from the* preKhic t variants {i.# ., the use 
value m diffeTenf applications and sections of the marb't). ( 2 ) De^gre-c 
e»f toinpetilive* supcTiority of vour product, f 1) Inte^nsity of eompetiliom 
i 1 i (.'omparative elasticitv of demand of the* marke t sf*gmt*nts taj>[Kri 
hy each prfKhict. (5) (Toss elasticitv of de-uiand anitnig yeiiii products, 
(fi; Future revenue cenise<|uenct's u|x>u c'uslornfT gcMid-will. (Friees that 
are proportional to ,si*llers’ allocated costs are some times thought to have 
inagicaJ eff<»cts ufxm buvers’ g<KKi-veillA H ) rromeitional e^ffects of intro- 
eluctory nuKlel pricing (e.g. loss leaders, introductorv’ .subscriptions, 
t'epupnicnt subsidies to stimulate vah-s of parts). | S) Ffle'cts upem profits 
ol alternative schedules of differentials best sttKli<‘d by eff<H;lv on total 
contribution to ovc^rhead and profits. 

From this list it is apparent that the role of wist estimati.*s in product- 
line pricing should be a secondarv' one, Hieir most inimirtant job is to 
help project the earnings coiisequcmees of contemplated product differ- 
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entiais. Ettiinates of rotal cmt bitfore and after, pain^ with compambte 
iibtiniates of Uital rocuipts, are neodetl for tfns job. Tfio iinjTacts u{Km total 
mU of ir>or«* sales or of less .sales of the s arious prcHlucIs can often he 
most prattically projected by osing tlie incrernentul cost of the various 
prrKlucIs. 

Incremental cost has other iiifi|>ortant uses hcTc. It ran twr used as a 
fwnch rruirk for finding the best pattern of market seginentulion and 
pric'c diMTiininatioii, The spreail IwtwrM'n incremental cost and price 
represents the prtKiuct .s conlrihutioii to oserhead and profits. 'Hus spread 
should t»e stiidic'il in ineasurtng the profit effects of alternative prices 
and in deciding upon [irodiut additions and product delc'tious. licence 
fncreriiental costs jilay strategic role in rnaxirni/ing this marginal con¬ 
tribution hy price structure dtTisi#»ns- 

Where csiiiiinoii overhead costs are inijKirtant. increment costs can 
often Im' approximated hy usii»g traceable (sists. The ailfKatioii ot nver- 
head costs to individual products is quite arbitrary and is subject ff» wiile 
errors; rnorcKiver many of tlie overliead it<'m.s inav not vary with output 
and heiue have no short-run marginal cost. (frthndi»x alhications are 
often more misleading than useful in estimating incrtMuenfal costs. This 
approach dfH‘s not imply that price's should Ik‘ rr/ual to im remciilal costs 
—far from it. Nor dtK's it mean that prtts*s of related pioducts shtuild 
he fmffMtrtiom/r to their marginal msis. The margin la'twwn price and 
increineiital cost should tionually differ among related prochn is. And 
these differeiu'cs slionld not Ik- dt'teniiiiied hv the the*^I<»gy of cost a<- 
CHiiinting. Instc^id lliey should he governed hy the demand and competi¬ 
tive c'oiisidenitions cited alKive. 1‘hns. estimatiHl incremental cost is a 
practical economic silb-it sets the* minimum f»f bed renk pricings, it 
wTves as a valid jMiinl of departure for demand pricing and prov ides an 
erticient vehich' h»T tiacing <*lfc‘cts on tf»tal costs and profits 

(a>s1 t^stiinates sometimes have still anotluT fiifiction in prcKluct price 
di£lc*rentials. A study of tlie coiiipaiative costs of various kinds of users 
gives a chu* to the use value and havers’ benefits of priHlucers gcKxIs. 

Hovallv lict‘nsing represents in some res|>«*cts a sort of idiMvl of market 
st*gmentati(»n pricing that is keyed to us<*r c'osls and user Ixmefits and is 
acimirahlv divorv^f'd frtim irrelevant sellers’ costs. 

/)t,\ro«nfv. A souikI ejnantity disaamt policy requires esti¬ 
mates of the relationship of voiir to the relevant dinK’usions of quan¬ 
tity. ‘Ihe holHn.stin-ratman Act is construed as limiting quantity disctnintn 
to the savings of the si IK'r (aUhougfi it makes an excfqition **to iiw*et 
t'omjn^litioii'’'i. Key 4juestioiis in .stiidving this relationship include: Docs 
c<wt vary more cinsefv with actxMmt si/e (i.e. the volume of annual pur¬ 
chases), or with the size of the individual onler? Mow big are the savings 
of cas<‘ kits? 

Many [irewar X'ost analy.ws now badly distort the present and future 
cost relationships. The universality of the unprofitable small customer 
prciblejn (M) jicr ctuit of the customers accounting for 20 per cent of 
the voluftu^ and 10 jver otnit of the profits) may indicate that many 
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qtiaiitity discount stnictures nml a c)H^ck*iip. Possibly price has not 
adt<piat€*ly used as an iiistniment <jf sadiM^tivc selling. 

(-list estimates should not detenmtu' the tpiantity diHnmnt structure; 
instead they should In? used; (I) to hdp W'lwt the ImHs of discounts 
that is appropriate for your Imsiuess (e.g. animal sales or <»rder siw'); 
(2) to mark out legal limits for the amount of discounts; (3) to estimate 
the impact on vour profits of adopting alternative sehedules of (piantity 
disx'ounts.^ 

Economic tluorv treats market segmentation as a t(*chnical prol)- 
lein of jirice discrimination. Where* it is jKxssihle to distinguish differ¬ 
ent classes rd bus t*rs within a total marked aiul where these classics 
hast* difft rt^nt elasticities of demand, it is worth while for a seller 
to cliaigt' different prices for the same prodnet This assumes that 
thert* will not lx* an nntlut* amtMint of transfertMice of buyers or 
resalt' of protinct fnaii the lessdasored to tlie more-fason^l market. 
The* wall of market segmenlation can lx* built higher In differein 
tiating what i.s Irasieally the siiine product. 'Hu* differentiation (e.g., 
through labeling, piukaging, t*tc.) may or may not involve c*ost 
dilftrences. 

Till* legal meaning of price discrimination dcK^s not eonespnid at 
all jMiints, bow'(*\e»r. to tin* economic C‘onct*pt. As !<‘prest*nted in the 
Koliinson-Patman Act, discrirninatorv price.s are tlio.se which var\‘, 
for differc'iit buyers, by more* than the costs iinohed in priKluetion 
and sale to tlu*se Iuivims. No legal disciiniination is involv<‘d if tluj 
buMTS are not in direct compedilion w ill) one another. 

su(;(;estej> heai)1\(;s 

The literature of price policy is (*iinrnioiis. It ranges from articles in 
the learntfl journals tlevracnl tt> price tht*orv, tci ease studies of particular 
markets. Many of these case studies make little effort to analy/e the fuctii 
which the\ record. Tht^re i.s an iiKToasing number of emnirii^al .studies, 
however, which employ the technjrim*s t>f <‘cont)rnic aiiaivsis. The fol¬ 
lowing selections comprise some c»f the inurt* iistdiil works for the student 
t>f business economics. 

ANDREW'S, F. W. S. Matwfac(uring_ Huatimfis. chap, v, '‘Marktds and 
Priecfs: Part 1: Tlie Sales .Market." laindon: Macmillan bt Co., Ltd., 
1949. A pricing study based on the expt riena? of Courlauld s and other 
Briti.sh rayon producers. This is a very stimulatiiic work, following in 
tile mipirical tradition of Ifall and Hitch and of Saxton (q,v.), An¬ 
drews casts some doubt on the importnnetr of diffirrentiation of pnxluct 
as a (actor in price policy. 

Ibid,, pp. 2R6-^. Reprodiu.'ed by pcrmUsioi]. 
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Bac'XMan, juLKs. ‘The Cait^Si of Price Inflexibility/' Quarterly Journal 
of Kronomie}ii, Veil LIV (May» 1940), pp. 474-89. 
fUjN, Joi-: S. "'Miirket Classification in Modern Price Theory,'" Quarterly 
Jounuil of E(<inotnirs, \'fil LVI i Anpist, 1942 ). pp. 500-74. An at¬ 
tempt tr» rxtenel the appro;K:h sii^j|j;csted by Miison (q.v.), 

Bain. Joe S. Pririn^^ IHsirihutiou^ atul Employtnrtii, chaps. iv~viii. 
New York: llemv lh*ll A c;o., Inc.. I9IS. A well-rounded stn<ly of both 
theoretical and empirical factfirs in pricing, for readers who are already 
familiar with the basic outlines of price tlieorx. 

BcfiNs. Aienn-ii H<ninti , Ihu line of ( 'omfH^titiou, chap. \ . \ew" York: 
MeCiraw-Mill H<Kik (.o., Inc., lUW. Discusses the nature of price stabi- 
li/4itinn. its causes, and i'f>ns<'f|nenees Nnuierinis illustrativi* examples. 
Co\rEiif;N< I. ON Phk k Hiisk.nxcii. Co.st HelunAor and Price Poli( tp New 
York: National Bureau 4if Economic Ileseareh. I94d. Cdiap. \i. “'Ihe 
Implications of t>ost Behavior for I’riee Analysis,** rt latts cost faetc^rs 
to formation of pritv [lolicv, 

Dennison, ft, S , and (JAi.HHArrii. j. K, Mtulf tn Cfonpetith^n and Bnvi- 
ness Ptdit'if, chaps, i-iv. Ni*w York: Oxfoul Uniser.sitv IVess, 19.'IS, 
A lucid, noritechniiid fexplanation of industrial jirieinii policies. 
EnwAims. C.’omvvin I). '“Prictin* Processes and Policies." Aimu/.v of the 
American Arademy of Political and Social Sciciirc, \'c)l. CCI.V (May. 
1940), pp. 108 21. Emphasi/f's empirical aspects of pricing 
lOmiM.NN, \V. 1. /*nre Dcirrmiruitutn, lUmness Prartke t v, EronmmV 
Thcorif. Miehii;an Busmc'ss Bc’ports, No. lb. Ann AiImu': I'nixersitv 
of Michigan, 1949 (’omparts pricing pradiic's with tlM^oretic models 
and suggests alternative hv"[iotlieses to explain prieing, 

Ha 14.. B. I-., and nm*ii, C, j. “PricN* Theorx' and Business Behavior,*' 
Oxford Kcotiomic Papers, No. 2 (May, 1939). pp 12-^45 Sharply 
criticizes marginal theory and siiggest,s full-cost pricing as iin alltTna- 
tive theory of price formation based on biisine.ss la haxior. A provoca¬ 
tive article which opened the so-ealled '’marginalisf" controversy in the* 
economic jcniriials. For other references ,s(H‘ above, t(»<>tnote 5, p. 2-35. 

IIAMU, TON, Wai.oin (ch!.), Pricv and Price Policies. New York: 
Mc(-raw-Hill Book Co,. Inc.. 1918. (Uiaptcr i intrcHluces a .s«*rie.s of 
shidtc*s of price policy in several indiTstries. 

Ma.son, K. S. "Prict' Inflexibilitv." Hevieic of Economic Statistics. \'nl. 
\X (May, 1938), pp. 5^1-04. Discussc's statistical analvtical and 
iM»ruiiitive meanings of prictr flexibility. The author finds no statistieal 
€‘\ ideiK'e to support the claim lluit the price* svstem is lH>coniinc more 
inflexihle. 

M a.min. E. ,S. *'Pric«' and Production Policy of lairge-Scale Enteq>nse, ’ 
Amerirem Econornu' ficiieu\ Vol WIX, Supplement (March. 1939). 
pp 81-74. Sugge,sts examination of internal orgaiiizidion of firm and 
market vtrnctures as ii basi.s ftir price ixilicy. A fundamental article. 
Means. (•.Am>iNT;R. Indu^riai Prices and Their Relative InflcxihiUty. 
Senate Dtin:. No. 13 (T4th (amg., 1st S<\ss.). Washington, D.C.: Qn- 
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ernnK?iit Printing Office, 1935. Points out <x»rrel«tkm l>etw<x?n inflexible 
pricx'5 diJil curtailment of out]>ut in pt^rioils of ifi'iwsstoii. 

Mkykws, Ai.Ri;:frr L. Elements of Modim Eevnimtirs, cliaps. x*xi. 3tf. 
txl. New York: pTentivxvHall Book Co. Inc., 194S. Klenienturv* treat- 
inent of pricx* lhfX)r\'. 

Nfai.. Ai,rRU> ('. Indust rial Ctmevnt ratio ft atuJ Prue Infk-xibilitij. 
Washingtort; American (.lamril on PtiMic Affairs. 1942. C-hupters v 
iuul \ i disctiss the rc lalion.slup Iw^tweeii price flexibility and changes in 

C^>StN. 

Nrrsciv. and Kjaxt. VN ai.tij^ Pru c Hrhm ior and Husitiess Pob 

i<y, <hap. i. T.S.EX'. Mitnoisrap/i \'o I Wasliington, !)('.: tkiv- 
enmu rit Printing Oflke. Nonte(4inica{ explanation of pritx' policy. 

(1ia[ker ii. “Price riexibilitv.” i.s a gotxf smninarv of facts and issues 
in lliis field. 

Noi'msk. l\nxvi\ C. Priic Making in a Democrarxf. W ashington: Brocik- 
irigs Institiiti(»n. 1^M4. Appi iulix A. “Tlu’ Bole «vf Price !*(»lii’V in Busi¬ 
ness Management, t'liiplMsi/^'s iIh' kev position t>f the bnsinesstnan as 
a determinant of pne<‘ poliex*. 

Bohivvin |o.s.n. 7/ir Economy's of hnperjrrt ('ntnjxrtifuni. ciiap. Hi, 

l.ondon: Macmillan (io.. l.td,. 193.S. (a‘ometncal piesraitalion of 
pn'tc thforv, 

Ssso rasos. I^sci A. Erotnnnies, <hap. \m. New Yoik: Me(•rii\s-Hill 
BrH>k (Jo.. Ijk 19IS. lOlemi ntarx treatment of price thcaarv. 

SsxToN CJ, (a ivK. 7/u' Krouontirs (d Prire Dtirrmtuatum. (I.ondonl: 
Oxford rnixersitv I^ress. 1VM2. Alt e\tt41»mt stndv based on cMopirkal 
data from cjut'Stiomiain\s si*nt to busiiic^ssmen, Along the* lines id Mall 
and Mitch (above; but more <‘\teii.siv<‘. 

Siica.iae Oroiwa J. T/ir VVieorr/ <ff Prirr. ibaps, ix, xiv, Nexv' York: 
M acinillan (!o., UMT. rormal preSi*iitation of pnec- tbemry for pure 
competition and inijM-rfeet {monopolistic) eompelition. 

TiKinr. W'n.i Afm P. "Prie^- Thccirk.s arid M.irkct Bealite s,” Atn4’riran 
E(unkoinic /hfirie, Vol. X.W'l, Supplc-ment ( Man-li. pp. l5-‘22. 

Einphasi/c'.s 4'nipiric al aspects of pri* ing. 

W“ii,c:ox. (Ji.AiR. C.’oi/ipet;7ii>n and Mnnopoltf. T.S E (\ MofUifiraph 
.Vo. 27. W'a.sliington. D,(J.; CiovcTnment Printing Office*. PMO, (Jhap- 
tcT i. "The N'atiiic* and Signifi<’ai»c:<* of ( oin|X titiori and Mojicrpoly.” 
presents a goixl, nontechnical cb.scu,ssion of market stnictnre.s. 

Prke AgreementK 

Case IV-1 THE PlTl MIXiH S COAL IXOI STPY 
In April, 1937. (’ongress passtxl the Bituininoiis (>)al Act. which 
provided for indnstrx -wide price fixing. The actual setting of prices 
wa.s to be acc'oniplished l>y joint ac*tion of a national Bituminotis 
Coal Commission of s<*wn menifx'rs and txx’tmty-three district boards 
located in eacli of the regions into which the industry had di- 
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vided for administration purposes. Price schedules covering each 
size, and quality of cf>al were established for each of ten mini- 
mum-pricc areas and were to yield a net return equal to the weighted 
average of total costs for each area.' llie act also pro\'ided for a Bitu¬ 
minous Coal ('^xle govcrniiig jnarkelmg practices, including pricing, 
and all prothu ers were reipiired by law to accept the code or to pay 
a tax of 19?* [x^r mit of the sale prict' of coal not prcKhiced under the 
aide. 

The iiimilx*r of priKhicer.s in the bituniirKuis coal industr)^ was 
large. In 193B (here were b,875 mines producing more than a thou¬ 
sand tons a year/" but (his figure failed to include a large miinlxT 
of small pro<lii(-ers. such as truck and wagon mines, '"snow birds/' 
and '1ly-by-nights.” 1 he (i,875 listed mines were ojXTated by more 
than 4,(XK) separate amipanies, but the total number of operators 
was well in excess of this—11,500 haxang accepted the Bituniinons 
Coal Code by NfwcmilMM* 15, Only a few liiiiidred (if the lari^er 
mines were ”capti\(*/' i.e., t)wiu*d by railroad, steel, or oiIkt indus¬ 
trial companies wliiclj cotisumcd all or a large part of their output. ' 
Most of the (‘ompafiie.s and most of tl»e mines were small. In liWT, 
three-fifths of the mines producc'd h^ss than lO.(KK) tons, three- 
quarters le.ss than 50,(KX) tons, and nin(‘-t(‘nths U*ss than 2fX)JKK) 
Umis; only 3 jx*r cvwi <if them produa d moi<* than 5fK),(KK) tons. 
Although the Inilk of the output came from larger mines—over a 
third of it came from the 3 jmt cent of mines that priKluaxl more 
than 5(XMMK) tons ('ach—^'ven these were nuim'rous. there IxMiig 
212 mines in the lop 3 p<T cent.* Moreover, there was no largt* 
degree of concentration of crontrol of output in the hands of a few'. 
In 1929 tl»e forty-eight largest pnnhKX'rs controlled only Vi [X*r cent 
of the output Yhc largest producer controlled only alunil 3 per tx^nt; 
the four largest In'twecxi S and 10 per cent.' 

' F.d^'h niiiiiiiiitni'firu'c.’ arra ct r>iu' to ninr distru't.K. 

Mnw-fun )ivrhnt)i. Tti. 

H'apijvr howi'vt^r, pTixhu***! onr tifth ai fl*r total output. Ct Fr«l F.. 

Ilrrt|uuil ai«l AssvK'Uti'S, Hvmufmu' Sumy i*t fhr Httumitumx /w/iwfri/ urufer 

Fm* ttnd t N.U .A., flivt^ou of Krvirw. Work Matoiial 

.\o, fft>. uititu-t.?.. nriti). p. .ilj. (^iiotrcl hy CUit U ro«ip<m#um and iV/orw*p«r»/y. 

p. 

i>;i. nr, p. 2i, 

^John r. MiJVr. '*Thc* Pruin^ t»f BtlumixM'uui Ci*al: S»»mc IiitcrnAbimAl Coni- 
pAiboom.** i*tthiic Mt/y (YeartHwik of fhr Caadiwtr St fuxil of INiWic Adminiirtmtion, 
Hfttvnui Unixrniiay, llHO. (xl. C. |. Fm-<lncf» aiul F^fw^irtl S. Mavon) (CHmhridjsr, 
Mass.. 1940 >.pp. l-iili—Wi Fnifesstir MtQvFs artulr offers 

An exorUeiil diS(.'Ui!!kMtvn of the* miiitichmHl m this cast. 



PRICING AND PRICE POUCIES 


257 


The buyers of coal were* for the most part, large and well- 
informed. Railroads accounted for one-fifth to one-fourth of all 
purchases: utilities 10 |XJr cent; and coking plants o\tt 16 per anit 
(site Exhibit 1). I3onie$tic cxnisumers lw>ught a rclitively small part 
of thw^ total output. As a result, rational buying motives prcrdomi- 
nated. and price playt^l an imjMutant part in purchase iK'gotiations, 
In the period after I9i‘i then* was a progressixe shift from cx>al 
to other fuels. The extent (»f this siibstituti<»ri is shown in Exhibit 2. 

Exhilfit i 
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Declining dtMnancl f<»r t'oal uas atlriliuled also to impnned effi- 
cieijc v in th<‘ use of fiul. 

In the short run there was little pr»,ssibility for most inclnstrial 
UMTS to substitute other fuels, so slmrt-nm changers in tht* relation¬ 
ship l>t‘twcT*Ti coal prices and those of otlwr fuels did not matiTially 
affect the amount of coal deinancK.'cl riicIcT these conditions, the 
amount of cxral amsumed dej>erided principally on the rale of ac¬ 
tivity of tlie coal-using industries. Much of the dc»m<mcl. moreover, 
came from railroads, public utilities, .slecl, and other industries 
whose prices were relatively stable. For many industrial umts the 
cost of ct)al was but a .small part of their total co.sts. 

The costs of distribution, which incIudfKl transportation and 
middlemen*$ margins, were large in redation to the pricx^ of coal and 
were quite inflexible. A large percentage decline in the price of 
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coal at (lie tnifu' c'aiiscil a relatively .small percentage (I<*cliiie in the 
price of coal at tlu* [Kiint of ctnisiimption. 

The cost stinetme of the inchistrv reflected tlu‘ great importance 
of labor costs, which iuvonnted for almost fi(^ jht cent of the total 
Kxliilnt 3 K Because of the geograj>hic isolation of manv coal¬ 
mining (’fimmunities. miners had few alternati\e emploxanent 0 |v 
[HHlunities; the supply of lalM>r. tiu'refoie, was inelastic and did not 
vary much, in the short nm, with changes in wag<» raters. In the 
absence of stri>i>g union orgaiii/ation prior to 19‘V), changes in 
price of tin* final pro<hiet had a direct impact on wages. Other 
priHlnciion costs were, like those for lalmr, largely ont-of-|XX'ket 
e\|Hmses to the mine trjxrators. 

The hituminous t'oal industry was one in which supply could be 
readily expanded. There w^as a large amount of undenitili/ed ca- 
[Mkcity, partly attrihutabie to seasonal and cvclical fluctuations of 
demand. Ih^c'aii.se storage of coal is €X|>ensive, fluctuations in de- 



PRICING AND PRICE POLICIES 


259 


iiiand were met largely by changes in the rate of production rather 
than by changes in inventories. It was customary to run mines v^ith 
a full crew when they were in o|>eration and to adjust the output of 
individual mines by var\*ing Hie iuhtiIkt of da^^' worked per month. 
In 1923, with the industry at a high rate of out|>ut> the theoretical 
c apacity was only 58 |x*r cvnt in use; in 1929 onlv 71 jx-r ctmt; in 
1932 only 47 jx*r cei»t; and in the years from HWl through U)37 
about (iO [x^r cent.” New amcerns entered the business easily. The 

Kxhihit .1 

MININ*; < MT.VI.A< HIAN UK*;iON (DIVISION 1). 
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''Dll' I’M •(»(,« |i(< - n. lutfrnti.iK.'.iui t 

'I IMv'-rf'tv .'<* 41 * , p 441* 

suppl\' of in tlu' Vuitc'd Stal(*s was wideK dlstn!>iifetl, and title 
to wt>ikiil)le seams was held In thousands ol ovvtkts. Muel» of the 
snppl\ was so rcadilv accessible that mine's e(Mild be ripened (juic'kly 
and at small expense. (u()U|7s of miners w ho could ctMiiUKUid a small 
.uuount of capital, chieib for trucks, were fr(‘(‘ to enter the field. 
A slight rise in prices wcnild c*iicourage opeiators to iixTease out|uit 
of existing mirM's. to reopen abaiidoix'd miiK‘S. and to liriiig new 
areas into production. 

.\lthougli the induslrv was cjuick to expand, it was slow to cx)n- 
tract, l>*scribiug this condition, one ohs«Tver coininentcxl: 

Falling prices do not rcsnlf iii a proportionate recJnctioii in the num¬ 
ber of 0 [H'rat<)rs or tlic xolume of <iufpTif. A innx once ^>pc■^led cannot 
be closed without i‘x|x*nse. It must he ventilated f*» prevent accmnnlation 
of ck'mgerous gasc»s, pninfM'd to pn*venf ftoexiing, and timbered to prevent 
the loss *»f working places, Maiiitenar»te of idle prr»jK*rties may he more 
costly than op rations at a loss. Bankruptev eliminates mining companies 
but dcH'S not affect their mines: new owners, with a lighter buruen of 
U.S Departnwmf uf llu- ln!#'rir»T. Bitutniixrus l.>tNlsion, liitumintnui Crntt 

Tables, 1937—3H, p. 5; qiitKei) by ojv ca.» p. 24. 
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fixed chargen, continue to producf^ Enterfirises that might otherwise 
Iiave disappeared were kept alive during the twenties by the establish¬ 
ment of wage difft?retiftals in iiiiioit contracts, a significant concession 
labor ttinstitutes two-thirds of the cost of mining a>al. Prothicers 
who inight otherwise have failed to reach the market have lx‘eii enabled 
to do so by the incfiision of similar diflerenlials in the stnjctiire of freight 
rates, anotlK*r significant arrangement since tht* CH>st of transf>orta(ion 
represents flirec' fifths of the value of delivt^rec! c^oah Although tlu- price 
realised at the mine in 1929 was 52 per cent Im'Iow' that received in 1920, 
prcK.liiction wms only fi jkt bedow thf^ Icved (established in the earlier 
year.’ 

As a result of these (xindilions lh(‘re was chronit: long-term ('xcess 
capacity in the riidustrv/ Only by a sh>w' proc^i^ss of attrition was 
capacity gnuliuilly rixiuerd in the ten years following 192-3 (see 
Exhibit 1 on page 201 

The history of llie industry sinei* World War 1 was one of almost 
steady re'cession of pric(\s and wag<‘s. Marked force's detennimrd 
prices and output until, in 19V1, the establishnuait of a code for tlu* 
industry under the* National Ibrcovery Administration. Kvim In'fore 
the N H.A. was declared unconstitutional, llu' luliiininous coal in¬ 
dustry had txirne under tlu* National (’"oal Cons('r\ ation Act of 1935, 
which regulated pri(x*s and labor relations; but this, in turn, was 
declared unconstitutional'' Shortly thereafter Oingress passed the 
Bituminous C>oal Act of 1937, the pricing provisions of which were 
dcscTilnxl in the* opening paragraph of tliis case. 

iJV'KSTIONS 

1. Anulv/e the conditions of supply and tleinand which, from the stand- 
jxujil of the individual mine o|K*ralor. made price agreement under 
th«’ Bitniniimns <.’o.d AiX a desirabh’ price policy. 

2. Would price ngreernents 1 k' (Mjuallv desirahli^ from the stand{>oirit of 
an tndisidual pnxlucer in a competitive industry such as cotton 
tiles? 

3. Is governmental s}>onsorship of price agrixxnents socially desirable in 
the bituminous coal iiulustTV? 

^ WiKsat. (tfj. fit.. |>. 25. 

^'‘'fc* «twratlrn/e » market a# having rxtrv* tapicity !nean.< . . . that there 
is nauiumtarity a ^ucaU-r willinjiiu'cs to supply {xtHhict over a Cf*rtain pnte Tanj*r 
than there wonM lx* if Hum' alKwrU tu inakr all e<pulihnnm atljttftmrnts. Th<.*TC 
U capacity tf the ipmtitity nf factors a.v«x'»atc<l with tlw imhiMry' wnnUi luxe 

bmi Un.s if present pnwjuTts of fuinre demand and c-osts had Iwfm f<»ri‘s«'f*n; nr if in 
\1f?w of thr present pnwt|»ccts lixc<l tiwlor* ami UI»ot ^how u dciiie and intent to xvftb- 
dnivr frtnti tne iiufiistry with the passage of time** (MtUer^ op, nl., p. 151)., 

* Carter V. Carter CemI Co , 2UH VS. 358 () 
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Pricr Lradcrship 

iUisc lV- 2 : THE HEHYIJM M ALlAn ISDESTIW 

On Nt;iv 9 . 19 ;^ 9 , Mr. M. L. HaiulalK presicicnt of tlir RivcTsirle 
MetAiI C.ompain. of HivcrsKk*, Nrw tlir following 

statfMKMU ol pricr |K)lit:ics^ to tlic Tcinjiorary Nutional F.aniomic 
Oimmitlcf; 

Thc^ pricr sthrdnh*.s issued hy iIk* Hi\t*rsi(lr Motal rompany arc* con- 
tin^rnt upon the prk:(*N puhlisliod hv th*‘ larKor nnifs of iho industry. 
From tiuK' to time thew^ larj^er units publish the ir st ale of pricf^s. and tnir 
company has no alternative evct'pt to meet such published prictfs in order 
to coinpetp- 

' Matenat h>T thu t n.^ v^a.t dfinw! frmi the T^S.f X:, IJi*arinc*, Part 5 

(70111 Omj^ . Isi, f!>e\s. > \\ashingtim. DC.. Ck^MiT4nienl Printing Dfiice« 
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Benlliuin is an t-lciiwnl which can be? txjmhincd w'ith copper, 
nickel, and certain other metals to produci? alloys which jKissess 
jjrcat qualities of hardness, lightness, and strength. The principal 
industrial form in which this metal is used is in the alloy lM."rylliiim 
copj>er, which consists of aliout 2 jx^r cent Ix^rvUiurn and 98 per cent 
i*opp<rr, Tht' chief advantages of herylliiirn copjx*r are the combina¬ 
tion of e\traordinary liigh-fatigtie properties with gcxal electrical 
conductivity. Beryllium alloys have many industrial uses, such as 
parts for electric motors, telephone instruments, diamond drills, iiiul 
airplanes. Altimeters ust*d in airplanes have l)eryl!ium cop])er dia¬ 
phragms iH'eaiiMr lliese are more sensitive tlian (jtlier mat(*rials. 
Hervlliuin alloys are also in bushings on ruacliine parts. 

IU*r\llitim metal is derived from beryl oxide-lieaiing r)res, vvliich 
are reKned l>y a ndatively simple process, h'di t(‘chiiieal reasons 
refiners sell lieryiliuni in the fonii of u master-alloy, which eontaiiis 
3J»-5 ernt bervilium. with the remainder t‘t>pp«*r. ^^ll»rit■atoIS 
melt the rnaster-alhu and add copper to bring the final berx llimn 
copper alloy to tiu* df'-sirtnl weight, fr<'«|nc‘ntly 2 p<T eent in IktvI- 
lium CfJiitent. 

In 19'^9 ix^rvllinin rnastc’i-alloy wu.s being prodneed from ore by 
two |)rincipal compaiiies, the Bersllinin (’orporation of Heading. 
Pennsylvania, and the Hrn.sh Beryllium tiornpanv. ( le\ eland. 
Ohio. These companies alsi* fahriealed tlie inaster-allov into slnx ts, 
strip.s, ('astings, and ollu*i' produets. Both cmnpauii s sold master- 
alloy to fahi icators of Ikt\ Ilium allov prodiicts. 1'he larg<*st of tliesc' 
fabricators was the American Brass (’onipanv. of Waterburv. (a)!)- 
uecticait. The Hiserside Metal (jHnpany w'as one of the smallest 
fal>ricating tirms in tlie l>e?‘vHinm allt>\ indnstrv. 

The following lestiiuonv from tin* /fic/ringv of the Temporiirv 
National Keonomic Oonmiittee' dc^scribes .some asjx’cts of price 
policies used in the industry; 

Nfn Voti are tlw president of the Hixerside Brtiss Co 'f 

Mn. Hanuai I : Hiversidr Metal (ar 

Mb ( !o\: What is the hn.sinc'is of tfiat coiupanw’^ 

Mb. Hanoai.i . Th«' l)usiness of tla* Hi\ervide Virtai Co is the' fabrica¬ 
tion of nonlerrons alloys into rod, wire, sheet, and strip. W’e supply the 
nianniaetiuer with a raw [ncKhul. 

Mh. (>»X; You buv the master alloy and fabricate the material? 

Mn. Hanuai I . That is correct. 

^ Ibkl,, |vj> iOM if 
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We make nidkel silvers* phos}ihor bronzes, some brass; I think atto 
gether \ve have an alloy list of over >iiO ditlerent alloys. 

Mr. Cox: Are all of the alloys vvhtch your ctHiipiiny makes alloys 
which are also made and sold by The American Brass Ctv? 

Mr. I think that wtnild l>e true. 

Mr. Cox: How large a company is yonr csnnpany^ W ill you give us 
vour capitali'Mtion? 

Mr. 1Um>am : Our capitali/atinn is one and a half mdlion dollars, and 
we arf‘ almost the smallest unit in the indusln. there mav be one tu two 
smaller, but I thitik we are almost the smallest. 

Mn (>)X; Can y<ui gi\e us any approximate limire to indicate wliat 
jMTcentage of the indnslrv ynur ('ompanx tnntroKr 

Mr KAsnAi.i,: I.ess than one and a half per cent. 

Mli Cn\: From whom tlo vtnii buv the mastei alloys':' 

Mh. |{AVZ)xi.i.; We hoy tlie master ailoxs from the B< ryllnim Prodntis 
(’or|>oration. 

Mr. Ct>x; 7'hat is Mr. (iahagan.*' 

Mn. Ivxvnvi f ; Mr, Ciahugan. 

Mr Maxe vnu alwaxs bought all of vuiir inastti alloy from that 

t'iJiiipunyy 

Mr. liAvn vi.i.. IVaetit allv all, 


Mr. (a»\: Mr. Handali, \xould it hv coiieit to sav that then is a well 
tr\'sfalli/ed praeticf' of prite leadership in tlie industry in wliieh \oii are 
eite.iged':^ 

Mr. liwnxii . I wc.uilri sav so. 

.Mr. (a.>\: Ami uhat cornpaiix' is the priei' h adi r:' 

Mr. Hwom.i.: I would say rhi* .\m<‘ricaM lirass ('o. holds tliaf pos‘i‘ 
tion. 

Mr. (a>x: \nd v«>ur companv foll«»\vs the prices whieli i»r«* aimoitne^ed 
by The American Brass? 

Mr. B.wdai i- That is correc t. 

Mr, t'ox; So that wlien tiiev leduce the prite \(»u hast’ !»i reduet" it, 
t(x» Is that correctr 

Mr. Hanoaij.: W ell, we dtm’t base tf», f>ut wt' clo. 

Mr. Cox: And when thev rai.w the prne you raise ihf’ prift*. 

Mr, BAM>Ai.r : That i.s corretl. 

Mr, (’<c\; 0(1 sou irmemluT that in I'cftniarv B07. Mr C^ahagan’s 
CTunpanv reduced the nritt* <tf the master alloy frfiiu $Aff to $23 ;i |x>und? 

Mr. Randau ; I didn t know it at that lime. 

Mr. (V)X; You did know tliere w^as a price detrease 

Mn, Hanuaij.: 1 do now'. 

Mr, C>>X: Weren’t yon buying any from .Mr, Ciahagan? 

Mr. IhANDAij.: I think we w'ere huying from them but it was cpiite 
s<Jmc time after that I got the information that the price had gone down. 

Mr. (>>.x; .After that decrease in the prici" of the master alloy, it is a 
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fact, kn’t it, ttiat tlwre wtkst no dwvAM? in price of the fabricated product 
which you madi*? 

Mh, Bandau.: 1 don’t reineifiljer atKHit that 1 don’t know, because I 
don't know when that decrease took plaw^. 

Mr. (>>x . Looktntj;at your sheet prices for the year lU^lT. yon started at 
$1.01 a (xmiid on January J4, l^JT, and rose projiressivelv until you 
reached SI.06 on March 'U, and then on April 6. 10i7. th«»y dropjxstl to 
$1.05. You reiiicinUT those, 

M«. HANn.M.t: Y’es; J remember those, Tl»at was copper. 


Mr, (.‘ox; But v<ai do know there was about that time a decrease of 
$7 a pound in the price whii h you were jiaviujLi: to Mr. (•aha<{:m. 

Mb. I’tssn.Ai.i.; ^e^, I do kimw that. 

Mir <a)X: I will put tins (juevtion to you. Mr. Baiidall W'hv dklu't you 
re<iuce the pric* <»t the fabnciited pnahu t follow ing that dei rr-ase lu the 
pri(s‘ of the inast(T alloy?* 

Mb. HaN'oai.i.; VV\*11, of course I wonhl not riuik<- a reduction in the 
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base price af beryllitim copper unless 11 m? Amerkan Brass made a price 
rediKitian in Iiervlliuin copper. 

Mr. Cox: And the American Brass Co. made tif» reduction at th^it time? 

M«* Kanimu.: If they did, we did, as indicated on tkit 

Mr. Cox: Assnintnir you didn't imike a price change tlien. the reason 
you didn't was because* Hie Aiiierican Brass Co, didn't. 

Mr, Raxdali.: That is corrext. 

Mr. Ahnoi.i»; \'ou ex<'rcise no individual judgnu^nt as to the price you 
charged for yoiir pnKluct, fhi*n. in a sitnation? 

Mh. Handali ; \\*ell, I think that is about what it amounts to. yes. sir. 

\tK. .Arnou): When voii sav v<ni havi* to Itdlow, von don't mean any- 
IwhIv t<»ld you von had to follow? 

Mr, bwn.Ai.i.-. No sir: I don't mean that at all, 

\!n. Arnoij): But you have a feeling srunetlimg might hapfxm if you 
didf»1? 

Mr. KAVDMa, f don't kiam what would ha]>pen, 

Mr, <a>\: V(«n d<»n't want to fiiul out, do voii? 

I'm t HAiHMAN. Well, as a inatttT of fact. Mr. ttandall. if The Ameri¬ 
can Brass (‘o raisc<l the jrrice wtaild the Brass C 'o. (‘onsull you idxmt 
raising it? 

Mr. bvNDAi r: \o, sir; not at all. 

Tin (.liMiiMAv*: would, hovveser. follow thcMn without exercising 

any iiuK pendenf j»idgin<‘nl as (<* vvhr'thei or not it was rlesirabh*. 

Mr. B womj.; Hiat is cturect. 

Till- ('hmrman; Suppose 'Tlie Ameritau Bra.ss (’o. raises its price, hut 
yf»u ar<’ sati.sfi<'(l with \oiir output and with the profit that vou ar<‘ making 
at ihr (iht price, Whv is it neet'ssars' for vou to increase \onr pi‘ic«' io your 
eustoiners, wh(3 are alrt^ady paying vou a price suificient to give you a 
profit tliat i.s satisfacton’ to vou. 

Mr. Bavoai c.; I ilon'l knosv that it i,s necessary; as a practical matter, 
if we didn't raise our pru’es with llie Xmerkan Brass <-o. or other 
companies, whoesa-r it might be. wf>iild put their pru e l>a<;k to wliere it 
was. 

Mr. CiiAfRMAN; That wouldn't lK>thcr von, because y<iu were making 
a profit at the old pn*‘**. 

Mr. Banuau.: .\ot on tMTyllium copper. 

Tick Chaihma.n: Whv do you do it? 

Mr, Bam>ai 1 .: It is the custom of the industry. at least of iht* smaller 
companies, to d<i that, 

Tur ( jiAiRMAN. .And other small comjianies do llic siuric thing? 

Mr. Bandai i.: Yes, sir. 

The CfiAiRAfAN: I.s there any n^ason outside of custom lor it? 

Xfa Ravdam.: \o, sir. 

Tiff: ("hairman; I,sri‘t it likely to reduce the amount of Imsiness that 
you can obtain? 

Mr. Rand.su. : 1 don’t think so. 

The CaiAiRMAN; Well, if a competitor raises fht? price for an identical 



m BUSINESS ECONOMICS 

product,, isn't it likely to I’xrliove that the prCKiuc-cr who cWs not raise? 
the prin* would get more btisiness? 

Mh. Kano/ui.: I imagine it w<»uld, if tlw oth(*r price stayetl where it 
^lad hern nu'sed t(j, I think that might work out o\'er a pe'ntxJ of time. 

Tin. C^iJAiftMAN; Vou see, j utu trying to get some understanding of the 
exact reasons wliy this price polii'v is followed, and it is not an answer— 
understand me. I urn not criticizing y<inr answer—tliat carries ctinviction 
inerelv to siiy it is tlie aistoiii oi the indicsfry. ‘Ihere j.s a re'ason for cii.s- 
torns, W'hat, in yotir opinion, is the reason fur this eustoin to follriw the 
leader/ 

■Mn. Hanoaj.i.: Wi ll, of ecairse. that is a eustoni whieli has Iwen pre\- 
alent. I think, in the indiistrv’ for inanv, many years prior to mv entry 
into it 

'I’liK (JIAIHMAN: Oh, VI’S, wi* Iwar a lr>t ahont priee leadership, hut I 
am trying tn get the picture of this practice ns you see it. and viliv you 
follow it. 

Mh, Hanoam ; Well, 1 don’t think I have ever gi\en the matter verv' 
iliiich consideration. We siinjilv when the ni'vv prin's (“ome out. print 
them just as they are. W(* don t give tlie matter any eonsideration. The 
prices ar<‘ piililishefl and we print (hose prict s 

Thi. Cuaikviav Is theo' any sort oi isun))nlsion, moral or otherwise? 

Mu. Uanoai 1 .: \hsolutely ntuu', 

’I'ur CiiAiHMAN: Do >on think it i.s a good practice ? 

Mu, Uanoai.i,: Well, I have nevtT given the* snl)jf'e( vmv rnuc'h ctm- 
sideratton, 

Tiif. Chaihma.n: Nenv, eif c'(>nr.se', it is one* ol the most imjVHtant sub¬ 
jects in Venn business. 

Mu Ha.m)ai.i : Ves: it is. of cotirse 

'I’m: Cii.MHMAN; The* price that yem get for Venn preuinct. 

Mh. Hamjam.: I can't answiT that i|m'.stion. 1 de)n t know whether it 
is a goeni practice eir %vhe*tht'r it isn't a genul practic-e. I know (hat it has 
hetm the enstmn e»t the industry feir vears em end, and 1 knervv tliat is what 
wr do. that's all. 

Tiu; (’iiAiHMAN: A mome'iit ago, in re^sjMmse to eithe'r Mr. Caw’s tpies- 
tion err my epu'stion. yem answere'el (hat if von thel not follow the* price up, 
then 'I’he .American Brass (’o, or some* egtier i'ompanv would eenrie down 
again. 

Mil, Hasdai 1 .; I dem't think I saie! they would. I saiel they preihaldy 
would or the'v might. I don't know what tlie^s would do. 

Mb. C'haikman: Then I imide the I'ommenl that that would in»t he a 
distnrhing re.snit. Iw'cause it wcmKl iihmh merely th<‘ restoration of the 
old price. I could mugiiie, hemevtT, that you might start a priee war. 
anel that the otht*r c^)mpani(*s might go heie>w yon. Is then* a prssihilitv 
dial that is what you have in miriil.** 

Mr Hami.au.: I didn’t hase it in mind until this moment, Tliat is a 
|x>$sihility. yes. 

Tin-: ('hairman; Se> you want the comniittee to iind<*rstand that so 
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far as >'ou and your company are conccriwtl, tins priix^-loathTship ques* 
tion is one to which you liave never given any real eiMiskh^ration, and 
you have your pricx’'s alrwig The AiiH^rican Bra^s Co. just a* 

a matter of custom? 

Mn. R.vndau,: Ves. 


Mw. AKNOt l»; , , . but if this pf^lii v is c^antiinied. vnii will c^ontimu^ to 
follow The Ann'iican Brass regartiless of wiut y<inr costs an‘. won't \‘ou. 
so that won't In? ao clement in tin* pictmr r* 

Mk, Bandai.i.; Of o:iurs«* to he perh<‘t)\ hank, on tlial siihj«*ct we 
know what onr costs are on in rvllinto. 

Mn. Aii\oll>; It wouldn t make any diherencN* if \oii did. so far as llie 
present prievs are c oncerned, would it? 

She B wDAix; No, sin I ilon t think it v^onid 

Mk, Nknoj o: In other w(»rds. there is a situation here* where there is a 
l(»t ()l c(Mnp<’tito?s .and no e<Mn|X‘tition. 

Mrc IUnoai I : Well, \\c sitnpiv. as I said Ix lore. lidlovv the prices that 
are published, and that is vN'hat vvi* h.Uf doing ftn' a giHid many 

\ears. 


At tile conchisioi) of Mr. Kandall s testimonv. Mr. John A. (‘ik\ fr.. 
gi'iuTal sah^s rnanag(T (jf the Anierican Bra.ss Company, was called 
to tlic stand. Ills tc.stirnonv follows: 

Mk. (.o.\; Wlial is the nature of the hnsiness ol The .\iTieric'an Brass 
Co.f 

Mk. Cor:: Tlu' .VnuTican Brass (a*, is engaged in the production of 
coppfT, brass. br(»n/<.\ and nickel siKt^r in wronglit forms, ineluding sheet, 
wire, nnls and tubes and other fahrieafed lorms. 

Mr. (ajx: What is the i'apitali/ati«»n of lh»' ronipaio? 

\|k ("or: TIh“ American lhass ( '<•. is a \vht>l!v (tw ned fahrieating sub¬ 
sidiary of the Anaconda (’opper Mining ( o. 

Mr. (Jox: Can von ti'lJ us what thi' capifali/iiijon of tlir (‘oinpany is? 

Mr. i>)F: I do ii<»t know w hat it is 

Mr, Cox; You heard Mr. Kaiulall testify that his ctirupany did less 
than per cent of the business m which he was engaged, (^an vou give 
IIS anv approximate figure as to the per<eiitage of the hfi.sines.s which 
your coin])anv does. 

M«. Approviiiuitc’iy 25 per cent, 

Mr. (a>x: Vou hearil Mr. Mandairs testimony w'ith n*s[w*ct to the sys* 
tom of price lt\’idersbip which prevails. 

Mr. Coe. Yes. 

Mr. Ca>x: Would yon agree with his description of that system insofar 
as It denoted vour a>rnpany as the price leader? 

Mr. (x>t: I would not agree with that statement. 

Mr. Cox; Yon wouldn’t agree with tl*e stat<‘ment? 
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Mr, Cok: No. 

Mh. Ou: lit otlwfr words, it is your position that your company is not 
thf» price leader in tin? industry? 

Mu. Cok: We are not the price leader of the industry. 

Mh. C>>x: It is a fact, is it not. tliat your priws for l^eryllium copper 
have Iw^en siibstantially the .siirne as those ol Mr. Handall for a jHTiod 
between J9/M and the present time? 

Mu. (;<>».: So far as I know, they have be<*n practiciilly th<? same. 

Mil Caix; Pnu’ticaliy the same pricMi^s. Now\ you say you are not the 
prici' leader, is there any price leader in the industry? 

Mh. C!f>h; 'Ihere i.s none. 

Mh. (Jox; "I’heii how' do you explain the fac-t that the prices are the 
same? 

Mr. Cop: VV'e publish our prices; they are public infonimtinn; anyboiiy 
who wi.slies tt*, may follow those prices at Ins own cliscretiim, 

Mh. Ah.^oiji: They all wish to apparently, don t they? 

Mr, Cof: 'I h<*y do not, sir. 

Mh. Arnuu): You mean they have not been followinp thnsi* prict's? 

Mr. Cok; On our prcaluct they have not, sir. 

Mr, Ahnoi-u: 1 got the jin|>ression, 1 may he wr^iiig, that the prices of 
cof]i()etiturs and your prices have* Ixni .suh.stantiallv idintical. 

Mil, Coi:; To some t xtent they have lM‘en identical. Tlierf‘ are always 
variations in many prices. 

Mr. Arm>u>; Von saiil that anyone w'ho wished tt^ nh*jht follow, Somi* 
of them certainly wi.sh to. 

Mr. Caw.. Some of them do wish Ul 

Mr, ARNai.n; AjkI .some of them did follow. 

Mr. C^ok: That is correct. 

Mh AliNtn^n: ,\iKi tlienriore to that e\t<*ul yon have hivn the leader. 

Mh. C,V>k: To some extent sve have been the Ifvuler in that we haxe 
put nut our prit'es. However, others have put out prices atul we have 
iollowed them at times. 

Mr. .Ahnoi.o; What other companies would you put in the position of 
price leadership aside' Irom yuni own? 

Mr. (an:; Practically any rnemher of the indu.strv*. 

Mr. Co.\: Ifu'luding Mr. Uatidall? 

Mr. Can,; Including Mr. Haiidall. 


Mr. Ah.noi4j: I take it tliat the prict*.s are fixetl generally bv someone 
following M>meone else, and tfiat sometimes they follow you and (»tlier 
times you follow others. 

Miv Coe: May 1 ask whal you mean V»y '‘fixed"? We publish our prices; 
they U’conie our prices; they are public information. In that way the 
prices of The Ameritwi Bra.ss Co. art* fixed by u.s. 

Mr, Armh-D: ‘rhen you nuderstmul wliat w’c nw'an by *fi.xed" and I 
repeat mv question; Is i.s true that prices an^ fixed in this industry either 
by sonw»oiie folhiwing you or by your followYwg olher.s? 
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Mr, Cok: Not in all rcspixis. Many limits wv ilo not follow others in all 
respects; many times they do not follow us in all resiiects. 

Mk. AiiNCrt-u: But there is a tolhnviwg on the part of the xarious tsim- 
paiiies in the indiistr)*? 

Mk. Coe: A genernl followinix; yes, sir. 

The (.'riAiRMAN: Not that you itii[Mjise v<»ur idiui as to vvlriit the prioi'* 
should Ih* upon anUMKly else, r>r that anylKHlv else imposes it upon you, 
hut wlien any company makes a change in prio'. the tendency is for all 
to follow that changci:* 

Mr. (a)E: That is the tendencv. 

The Chairmw: Ami luuv kmg has that been the .sv.s*tem? 

Mr. CJor: \s far kick as 1 have been with dit' c^Mupaiiy that has Ihhti 
in vogtu*; water seeking its own level. 

Tiir; Chairman': What (actors go into tin* detenninafi»>M of the price? 

Mr. <>»f; The cost of fair raw metals gi»ing into the alloys* plus our 
niaiiiifaetuiing diilerentials. 1'he latter is dcteiiiiined by our [)ritv com- 
iiiittt‘e. 

Tic* Oiairman; And it the pric*- of the raw material should g(» ilown, 
tlieji Cine would naturally expect titc price of the finished product to go 
viowii, unless there was some coiinUu v ailing i hange in some other file- 
tori’* 

Mr. Coi:; 'Mierr arc other factors to be lak«*n into consithTation; yes, 
sir. 

Mic ('hairmw; W ell, now. would von sav that th(‘ price finctuates in 
the sani*‘ tlegrce tliat the pne^* of these counterxailing or thc*se father lac- 
tors fluctn.iti? 

Mr (an,; rhat is a dilliciilt tjuesticui to answri. I don’t tjuite know 
what \nu mean hy that. 

Thf CiiAiJiMAN: Wc-IL 1 trii'd to make it simple. The price’- of the 
finished priKluc^t Wfuild natnrallv. one ssould suppose, depend upon the 
cost of the sarums factors which go into making tlie finislieil proflnct? 

Mil. C.'oK: That is corr< ct. 

The Chairman; W'c i!, now. <lo \fMj want the* t/unniiltee to understand 
that alvvass the price of the finished prodnt t is determined hy these other 
factors and h\‘ no other ctinsideratk^n'? 

Mr. Coe; Tfie price is delcrminiHi bs the j>riee of raw iriatfTial.s going 
into those products, plus our cf»st of manufacturing. 

Tm: CaiAiKMAN: Yes; those are the otlier factors? 

Mn. C.'of:; Those are the otherr factors. 

The (.’haiiiman: And there i.s no r^tln r consideration tkit goes into 
the deterrninatimi of the pricx'? 

Mr Coe: ITiat is corrf*ct. 

The CiiAOiMAN: And how^ almiit this leadership, why do you follow 
somf*body else s lead sometimes? 

Mr. Coe: We can get no more for our pitxluct than other perrple can 
get for tbeirs; will charge for theirs. 
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Thk (^MAifiMAN; Hrre in another outfit which is supj>ose<lly competing 
with you^ which is rwit as efficient as ytfii are. and therefore wlnich finds 
for example tluit there is a much heavier niant charge, let us say; there¬ 
fore, it is not aide to produa? this finished product at as low a price as 
you, and funause it dfM'sn‘t produce it at as low a price as you, it has to 
raise the prici*, hut according to your testimony when such a company 
raises the price, then you follow and raisi* your price, although your t'osts 
have not changed. 

MH- \Ve have not neca'ssiirily raised our priev. 

Tin (.'haihman: Oh. now, let's drop the word "iiec*ess;trily/‘ You h;ive 
just said that you have done that ami that otiicr c‘(nnpaiiies follow you 
(K'ca.sionallv. Now, Mr, (im*, we are merely trying to gel the iacts here; 
we are not laying the basin for a ca.ve against tin- American Brass (Jo. 
I am Irving t<^ gel through my miiul this pictno' of price leadership in 
hidii.stry. 

Now, yon have tohl us as cxplicillv as it can he l(»Id that in sornr eases 
other eornpamc-s in the same business you billow the pritt that vou fix. 
and von base tohl us how vou determine that price, and then ^'ou sav in 
other itrstaiiC'es ytm iollowed the pri<“«‘ nt otliei eomp.uiies, and when >»>u 
do that necessarily vou ihi it upon (actors tli.tt are not reliected in your 
business, hut on factors that are refleeteil }i» tlw business of the loinpanv 
which raises the pricn’. Now whv do sou do it,*^ 

Mh. Cioi-;: We can gel as much tor our product as any competitor can 
get for his pnxluct. 

Till: (iiiAiKMAN: Now w'e are getting somewhere. If some othcT eoiii- 
mny raises the price and is getting that [>riec . then you llunk yiu had 
Iielter come u}i and ei|uali/.e itr* 

Mk. Ca>K.: I feel that our product is as gOi»d as any made hv the indus- 
try. 

'J’liF idiAiiiMAN: It may be better 

Mic Cot.: I hojM* it IS. 

Thf CiiAiitMAN: Hut the point in determining th(» price tiling is that 
you base it not upon the actual costs of uuinufacture in vour plant, but 
iifXHi the highest charge that anvbods in the indiistrs makes by and 
large, isn't that the* effect of this price leailersliip policy.'' 

Mn, C.>»K; It is usually predicated on llie lowest price that anvlxuly 
makces 

'ri!i: ( JiAtKMAN . Well, of exmrse, there was an oltl familiar Siiying that 
tlie priof' the ( tmipanies efwrge is svhat the traffic will InMr. Now i.sn't 
that tlie motto which guidt^s those who Ifdlow the pracfit'c* of price* leader¬ 
ship? 

Mh. (.'oi : It depends on what you mean liv "tralfic." (>f c'ourse we base 
to <xmi|K*te with nianv other things bt^sides hmss and copjX*r, 

Tilt (-iiAmsf AN; Well, would you say Tlie Anieric'an Brass Co. puts its 
prcnfiict out at die low'est [xjssible pricx?, bearing in mind all of those fac¬ 
tors of cost? 

Mr. C-OF; It is nec*essar)' when we got our po.Miucts to the ultimate 
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sjAm i 


FUICES BKilYLUlTM a)ri*KH PKOUlX'rS. lUVKIiSIDE MCTAL tX)., 

I»33 39 



Siiiir< #*; 7 \l*art .*> f (..fOU. I I Sr«.s • U 
(crumi'iit 1‘notiii^ (Mh< r, 1*159''. p. 22^5 


hxMiit 


PiiH'i.s o! i'orrr.ii ami imi w ro,. 



Smiix iv T.S.E.C Hrarinc!^. Part 5 {Tfirti Coftg. i\t Sc^a, ; f WasliliigtiAiL O/^.; 
CKrti-mnicni Frintiitg Offic'c. I9J19 ), p. 2289. 

wmsiinitfr as low as we rea.vniablv can, and still at a fair margin of profit, 
in order that wr will not l>e—that our products will not he supplanted by 
substitiites. 

The Chairman: But under this plan of price leadrrrsliip. is it not in- 
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evitable that the tencb^ricy would to raiwr the prictr so as to cover the 
cost of the less efik'ieut memlM*r of the industry? 

Mil, CnK: The teiideiiry has iKreii just tf»e opposite. The tendency lias 
f>een to h>wer the price. 

Qt'KSTlOXS 

J. Was the priti^ policy of the Hi\er.side Ccunpany bast'd on sound 

etroiwjciiie reas<loiri? 

2 WliiH was the efh‘et of ehani»e.s iii raw-nuiti'Tial pnu*s ori the prict's sf't 
by the liiverside Metal ( aiinpany? 

3. Whttt were iht^ ehiel factors inniieiic the price p)lir\ (jf the Ameri¬ 
can Brass Oimpany? What effect ha<l chanties in piues n( raw mate¬ 
rials and other cost lactors on the prict*s set bv this c'onipany? 

Basiuf^-Point Pririio^ 

O/ve !V -l Till-: STEIll. IKDrSTPY 

In April, 1948, the United Slates Supreme (amrt declared the 
busing-piint system td juieini; in the ei'ment indiistrv to be a lorin 
of unfair tmi»[K'htion and tberefore illegal Sht)rtly thereafter the 
steel indnstrv abamlonet! the basinji-pnint method fd pricinj^, wlijeh 
it hud f<ill(»vved lor over half a cc‘iitiir\. and ado])ted a s\ stern of 
uniform f,oJ». mill pricing, rmh r the latter system ear It seller 
quoted the same price to every potential or actual buyer at the 
seller's mill. 

The basinii'|>oint sysU'iii, as it had Ix^en applied in tlie st(*el 
industry, permitted sale only at the deli\er<‘d price. This was cal- 
ciilah'd by atloptinu; as a base price that at the liasine point neare.st 
the buvfT. To this amount was adderl rail fnn^lil from tlie basing 
piint to thf' place of actual tlelivcTw This method (d calculatint; 
deliverc'd price's is shown in Uxhiliit 1. As the ssstcan de\ elop'd 
prior to 1924. there wa.s onlv one* basinjLj jioiiit for all steel poKlucts 
—FSttsburqli. Under tin* ’‘Titlsbur^h plus” practicx?. mills all ovct 
the Unitc'd States calculated price's, not bv reference to tiieir own 
costs and slnp[>inj; charges, but bv referencT' to the single set of 
fmiiigqKtiut prices at Pittsburgh, plus rail freight from Pittsburgh 
to the buyer's location. When, in 1924, the PVdcral Trade C'oniniis- 
sion oitlered certain siibsidianes of the Ihiited States Steel ("or|Kira- 
tion to ' and desist” from this practice, the industry' changed 
to a multiple busingqxunt system, in which .wvc^ral basing points 
were establishcvl for each product. With more than one ba.sing |.x>int 

^ h r.C V. r/w Cemtmt Iruttitutv Cm V.S. «8.y < m4« } 
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ExMMi 1 

THE BAHtN(}-POINT METHOD: HOW THE DELIVERED PRIC K 18 
CXJMPtTKD 

(MtwT 8rMi. Phouiwth Ahk 8<>u> on a DeuTRiuen-PMK'ic Uwiiit) 


BASING 

POINT 



BASS PRICE 
$40 


FREIGHT TO DESTINATION 

$4 


CONSUMING 

POINT 

— 


DELIVERED PRICE 
$44 


Score* Tnitt'd States St«‘t 1 Ccr|>«»r.itji»>n, 7.V /‘ C\ (Nrw VerL, 194(1). Vol. 

in. p, :: 

in rxislniici\ it iK'cann* iicctvssary for mills to caloulatr (k*Iiv<^rf*d 
pritrs In fimirin^ rail freight from the* applicafjlr liasitig point. Tills 
\va> In ( alenlating the Itnvesl com!>iniition of ha.se priee and 

freight for any given hnyer. 

With tutnmoii de livered prices <|uot( d lr> anv givtMJ huver, mills 
closer to the hiner gaifi(‘d an advantage (n‘er mills at a distance. 
Noiietlnh'ss. llu* more distant mills, hv alisorhing freight eharm?s. 
still sold at the same delixtaed priees as those oflered |>\ the closei 
mills. I he effect of freight absorption is illustrated in K.xhihit 2, By 


Exhihit 2 

THK IiASlN(;-P()|M MKrtlOl* l.XPI.\N.\Tl()N Ol I ltKtMlIT 
i>r.sAi)\ AN'i Acii. \M» I Ki n.ni \i$s<mrrioN 


M»LL AT (A) HAS tOWEST BASE PRKE PLUS FREIGHT To f)^ 
MILLS AT0 AND ARl AT A FREIGHT DISADVANTAGE; 
TO SELL AT(^THEY MUST ABSORB FREIGHT 


BASING 

POINT 



BASE PRICE 

FREIGHT disadvantage 
MILL NET 


$40 

2 

36 


1 

I 

I FREIGHT 
I $5 
I 

BASING {CONSUMING BASING 

POINT 1 POINT ^ POINT 

^ FREIGHT $3 _ _„ -.(gj 

BASE PRICE $40 DELIVERED BASE PRICE $40 

FREIGHT DISADVANTAGE 0 PRICE $43 FREIGHT DISADVANTAGE 9 

MILL NET 40 MILL NET 97 


Srnirre: UniKxt .States Stwl OjTWrratkm, TSX.C. Pattern (York, 1940), Vol. 
Ill p 2 
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ubj^cirhing freig;lil, mills found it jK>ssible to penetrate the ^naturaP 
market territory of oth<T mills. Under some circumstances, where 
tfk? srdler was r>ut loc ated at a l>asiii^ point, the delivcrc?d price was 
hijjhc’r than tin* combination of base price and actual freight. Ex¬ 
hibit 'i irKlicuitcs h(»w “phantom freight” could arise. I^hantoin freight 
also arose in some cases from the* use* by the seller of cheapcM- means 


EmHUpU 3 

Tlth HVSINt;-h)J\ 1 MlTin*!); I:M*I.AN \T1(>N OK MKSI T\I*K OF 
FUKIOin AJiVAN rA(ii: and S<M .MJJ D “FHAN IOM MUJOUT ' 

MILL AT HAS LOWEST BASE P«ICE PLUS ERE«HT TO 
MILL AT © CHARGES THE SAME DELIVERED PRICE HAVING A FREIGHT 
ADVANTAGE OF $1 OVER (§), © REALIZES A MILL NET 
$1 HIGHER THAn(A). THIS $1 IS SO-CALLED*PHANTOM FREIGHT" 


NONtASING 

POINT 

NO BASE PRICE 
FREIGHT ADVANTAGE $1 
MILL NET 41 


BASING 

POINT 

FREIGHT $4 


BASE PRICE $40 
MILL NET 40 



X 

g 


4. 

•II}* 


CONSUMING BASING 

POINT POINT 

FREIGHT S5 /d> 

- -.-vBy 


DELIVERED BASE PRICE $40 

PRICE $44 MILL NET 39 


SiMiTir: V’liitE'il SLstrs .Slrrl (T V f .C’. Pnftf'rs ( Vi*rk, 1940:, Vol. 

in. p ti 


of transportation than rail fringbl, on which drlivt‘n‘d pricf^s were 
calculatc'd' ( M*e FAhibit 4*. As a tcsuIi of freight absorption on some 
sales and the leali/ation of phantom freight on t»thers, steel mills 
eX[H'rieiK*ed varying mill net prices after df/dnetion of actual traris- 
|K>rtation awls from tiu* dt'livcred pric'cs at wliich products wctc 
. sold. 

riu’n' m-ft’. luTuwrr. SEtnif* fN when tilher ft»rTi)< trjtisjvirfali<m, 

jiHih wuh r shipmeia. iKrt UMire Iwiauw; \ I > a hinrc<“ shipnKnH 

hiid to tue nuK h UiQt*i tlwm » ruiil sla}i4tM'iit InTtme it tx' carriENcl R uiMiomM'itilly; 

ril Witter ti 4 nsi>»rt wus n»mh slower (h,ui lait. t.'kl lumtlmg iiicilitics for WMltrr 
jihtpmeot inifflit \n 1 4) evti'.i han<1Iitt|: tvKi> ustialK incorreidl fwth at 

the mil! uni) at aitJ {51 s.<a«oiiAl elofctm' of tutigutioti hmitci) the avaih 

tthility I>f water iram|Xirt. 
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E3dka>it 4 

THK. Ml-miOl): KXPI-AXATION ON !«KroXt> TYPK OF 

FKKir.UT AOVANTACiK ANIJ SlK’.VlXKO "PHANTOM FUKIOHT” 

MILL AT (B) has lowest IASE PAICE PLUS ftAU. TRElOHT TO 
MILL AT CHARGES THE SAME DELIVERED PRICE 
WHEN MILL AT(^ SHIPS BV WATER, IT HAS A FREIGHT ADVANTAGE 
OF $1 AND REALIZES A MILL NET SI ABOVE ITS BASE PRICE 
THIS SI IS SO-CALLED"PHANTOM FREIGHT* 


BASING 

CONSUMING 

BASING 

POINT 

POINT 

POINT 

FREIGHT (RAIL) $4 


BASE PRICE S40'~' " ^ 

DELIVERED 

BASE PRICE $40 

FREIGHT ADVANTAGE FREIGHTIWATER) 

(WATER) 1 $2 

MILL NET $41 

PRICE $43 

MILL NET 40 


NOTE when mill a ships BY RAIL.IT IS AT A FREIGHT DISADVANTAGE 
OF St AND REALIZES A MILL NET $I BELOW ITS BASE PRICE 

Si-EsfM' rui'.tM) .StiitE's Sti'i l (7‘.V.f C. VapCT\ { York, P.MO), Vol. 
jn, j) s 

Critic s nf flu* l)usiii<^-|)<)iiit s\sloin assorted tliat it reslrd on agriT- 
iru'ht a»non^ nuiiihrrs of tlu' industry. 

T\w hasiii" [)oirit svstc'rn <it [Jricini: st<M‘l (’Oinpris^'s fhr following fra- 
tiirrs; ( 1 ) )ead(Tsln[i hv Tnitc'd Statrs Strrl in annouiu ing (hr Iwsr pric rs 
of standard productN and ad«)pt!Oii of its annonncrinrnts by thr othrr 
firms. 1 2 ) agrmnrnt upon the rxtras that arr to Ik* chargnl and thr dr- 
ductions that arc to (m* allowrd for variations in si/.r and (piality in ihr 
jiricing of nonstandard products, (3) refusal by all scIUts to qtiolr prit^t^s 
ou any but a dcliccrcd b.isis or to ship stcc'l to any plau' other than the 
one where it is to Iw used, (4) agreement, in the case of each prodiu^. as 
to the cities tlwt are to be emplovcd as basing [Miints. each seller, wher- 
es<?r located, charging freight from these fx>iiit.s, and (5) agreement con- 
cenjing the method to l>e used in (alculating the delivery charge,' 

The system is thus essentially noncompetitive. When a pr(Klu<*cr makes 
a shipment hv a cheajHT methml of trans|>orlatioM tlian that Aiissufmt<l in 
the a'lmputation of his price and when he makes a charge for delivery 
from a basing point which is farther from the buyer than is his own estale 
lishment, he colitis "pluintom freight." His ability to do sf.i arises from 

"T.S.E.C Xfono^raph Sn. 21, p I4S. 
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tb<? fact that citlier pitnlucers empbyiwg the chc'^per of tratis^rta- 

tion and those located closer to the twiver make no attempt to undercut 
his pricr. When h<‘ makes a charge for delivery from a basing |K>irit which 
is iieart^ to tlu* buyer than is his own estal>!ishrnetit, he “absorbs’' freight. 
His ability to do this must lx.* attributtKl to the fact that the whole level of 
pric^TS established by the systiin is high. When a produwr is not located 
at the imsing j^H»int from which he (luoles his prit't's. his “mill net reali/a- 
ticm“ varies with the arikount ryf “phantom freight” and “freight absoq>- 
tion“ involved in diHi^rent sales. This variation, again, results from the 
fact that distant productTs do ncjt imdercut the prices w'hic h he <juotes on 
sales made in the area adjacent to their mills, while he sets his own prices 
at figure.^ which enable them to sell in the area which would ot]e»rvs'ise 
IxU^tig to him. “C!r<isS'hutilirig^‘ and the “inter-jH*iietration of market terri¬ 
tories'" shtjw that each scdler is voluntarily foregfung hi.s ic>in|M*titi\e ad¬ 
vantages in f»rder to support the system as a whole. Sellers who are cIikvc 
to ctnisumers do not underbid those vidio art* far away. Sellers who are 
ha'ated on waterways charge an all-rail freight. Sr'llers whose *‘fficiency is 
high ask prices which enalde the less eificient to sxirvivt*. Such behavior 
C'aniiot W .said to Im* C'omjxlitivi*.* 

Industry spokesman, on the other hand, claimed that the deliv- 
rred“pricr* system of the steed industry was higidy competitive be¬ 
cause any .seller crould enter th#» market of any otluT (h\ absorbing 
freight). Interjwnetration of markets, it was stated, prevented the 
deveh^pment of Icnal monop>lies. 

When tli<* steel iiiduslrv abandom'd the basing-point svstem in 
favor of the uniforTn f o b, mill pricing method, steel fabric ators all 
over the ctmntrv, Imt cspeciallv those distant from their stivl sup- 
pliers, iK^came greatly ccnu:t»rned. Much confusion attended the 
change. Under these circumstances the Mandarid State IMarinirig 
Coirirni.ssinn imderttKik to study the eflW-ts of f.o.b. mill pricing on 
the iron and sltrl industry of Maryland." 

By far the largest prcHluc'cr of in>n and steel in Maryland w^as the 
Spurrijws Point plant of the Bethlehem Stetd (binpanv. Thi.s plant, 
the st^c‘oiul largest steel mill in the world, produced all the state's 
pig iron and 97 pvt ctmt of the ingots and stetd for casting. 

In order to delennine the effwis of f.o.b. mill pricing, the coni- 
mission .stiidi<*t! the inatket for liot-mlled sheet. In July, 1947, this 
pnKluct was sold through a multiple basing*|x>iiit system with cloven 

* Ihiii. p. t5*> 

^ S»in<,-y of litc tmpiu't of f .O B. Mitt FnHiig on Marylawt Manufaf turtya (PuH- 
IktttHifi \o, BP ( Halnimirr. chap. Tfij's studv thr- tifex't* of 

f.o Iv fttil) prh tnji; on nil tliwifrs of rn^uuifittlM^-rs »t» Mftryl;io<!, irit-ludiiig iron and 
pOKlnecrs. 
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published l)ascs. These bases, together witli prices for july, 1949, 
were as foUows; 



Prvrr pfT 


f*n’w l<rr 


\ei Tm 


Xfi 7W 

PitL^burRh. 

StM.tm 

YounRKl^ittii 

. mTi, tin 

("’hifaR»» , ... 

a'i.OfI 

.Sp'unnvi-i Pt 

t>5(K) 

(Jan*. 

tUVdO 

t Jiftnite t.’ity 

. ri fiU 

C'lcfvi^himl 

. (m.OU 

MithliiMown, (l)iiti 


HimtiiiRhnin 


San Ffnin'iM'o, hot* 


HalTiiJo. 

i'k^OO 


Ttrnn 


On the bitsis of rail freight iat€‘s anti wator-shipirieiit rates as of 
August L 1949, the natural market of Sparrows Point was as imli- 
eatt'd in Exliihit 5/ 


The et)nnnission s rejxirt etintiniied. 

What are the iinpHeations of this i»atural market? Is the Sparrows Point 
plant, as we*!! as other Marylaiid pnxhieers. m a fav(»ral)le jv wit ion? That 
IS, will she gain or lose salt s hv being limited to the Sparrows Point natu¬ 
ral market? Exhibit G deseriht's the natural market lor Sparrows Point, 
assuming prices of July. PM9. and bases of 1947, Column (I) lists the 
estimated consumption by the metalw'orking industry (or each stat«^ 
wholly or partly inside the natural market for h(»t-rolle<l sheets, TfK* c«m- 
sumption figures \ver<» calculated on a 104S basis, and in some iiustaiK^rx 
w'ert» twtimattd percentages of a .state s total consumption. If the figures 
included all <‘onsiimpti<ui they w'ould 1 h’ approximatelv 3(1'i higher, hut 
they include only tlie consumption hv metalworking industries, llje total 
amsumption for the I'niterJ Statrw of fiiusheil ste<’l prodmis w^as 

million tons in 1948. The inetalw'orking industry consumed almut 46 
million tons. 

Column (2) gives the piTcentagi’ of tin* total rail-water natural market 
consumption for each district. Pennsylvania is fhe largest eousmner on 
the East C^oast. while C,)aJifomia is tiie big purr ha.sf i- on the \Vi'sl (^oast. 

Cioluinn (3) shows the rated capaeitv for <*a<h efunjwting district. 
Column I 4 ) lists the }K*rcentage of the total mark<*t capacity c’ach district 
represents. Note that the Sparrows Point cupaeity is over 60^; of the total. 

Kxjintple <if calcuLition of drlivcnxl pricers of !vi|-r<»IU*d jit r.rrw-o.%t>i>rf>, 

Nortli Caroliiui: 


From: 

F.O ft. 
/*nrr 

Ariimtl Haii 
('out 

IhhiTTffi 

Frwf. 

PiU^hijiiRh, Pa. ... 

p\:> no 

Slf»,40 

»KI 40 

MicIfUpIown, t >hto . 


H m 

To.nn 

hirmiTiRhain. .\tn. . 

tiofll} 

I.'CttO 

7sun 

HiMirrowh Point . Md. 

fi^i on 

12m 

77.2f) 


The th'lneri’iJ pru'n' at Clm nsborf), thcrrft*r<*. was tlTT.2<). reganllr4«i of f.h«» ongtn of 
th« strek Grtx'iwboro. uiwhrr a f.<j.b. mill prue systrrm, woukl lx* in tlw 

nattiral market of Sparrtmti Point. 




«<M irJXMviv IVM.liVx XSIOJ 
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Columns (5) and (6) sbow die excess demand or supply for each pro* 
ducing area assuming production at !(¥>' r capacity^ Man^taiul is shown 
to have an excess si^pply of lU million tons. f ’onsHtHiueiitly it must sell the 
larger proportion of its prothickion outside Marv land. 

Now if the assumption is made that all cn)mjv*titors of Sparrows Point, 
locatc^l inside tlie* natural nn^rket. priKluce at 100' ^ ca|iacity, and sell all 
they produce*. S|wrro\s s Point eiwild still sell o\ ei UK)" r ol its rated capac¬ 
ity, as slunvTi in Exhibit (i, Olnumslv. usinj; tlu»\e assumptions, S|>*irrows 
Point will Iw" >'ery favorably aflectrtl, as lai as ln>1-rf)lltxi sh«i*ts are con- 
cHTuc'd. by a shift to l.o.b. mill pricing. It could sell all it c<»uld j»roduc<\ 
and even expand exi.stint' capat itv witlunit suff^Ting from umist'tl pl.mt 
capacity. 

rndrr a basing-point sv stem wba? would salrs }>c for Marv land s steel 
iuflustrv:' rnfortunately, sufluient mforuutiim was not obtainubU* to 
make our discussion rmuc rculistit. However, stone past results may be 
used to ilrasv ttMitative tofulusions. 

Tirst. assume consumption in the iin‘fa!wtaking indnstiv in vnruHis 
state.s as nf UMS, ScH tmd. assiinu* tliat .sales under a continuing basing- 
poiut sv stern would bt* made more tii l<‘s.s m pr<»portit>n to llu' UJ'iS dislri- 
l?iition. For example, in HHH H.iitijnort' Mippli<*d Massarhusetts with *4 IP t 
td Massat lmst‘tt.s purchases, Ntiw, if prtipojlional tlistribiititMi is a,s,sumed, 
balttmor(‘ would, untler a continuing basmg point sx.stern, still supply 
Nbissachusett.s witli *1.9'i ot her purchases. In I94S Massachusetts coie 
snmeil 2ST.051 ttins of hot^rollcnl sheets an»l strip, (amsetpn^ntK^ it is 
assurrud (hat under a hasing-point system MarvlamI wtnild supply (his 
stale with 4.9' f of 2S7.051, or 14,06f> tons. Now, by ealeulating in a similar 
iasbion for each stale. lialtimore's total sides to tin irn talwtnking iiKlustrv 
mult'r .1 basing-point svsttari m;iv Iw* calculated It should Ik' remcmlKTed 
that these estimates mav l>e (airlv ilove. lor under a routinuing basing* 
p>iiJt svstem ster*l mills vvonKl teiui to retain old c«is(oniers i‘vcep! during 
jveak years of production nr rliiring war |X*riods. Pberi' wrajld of course 
lu' changes in di.stribution in a growing ecoiamiv b<'canse of tu'xv custom 
er.s entering the ste< l market. 

Now‘ examine Exhibit 7. (iolmnn (1) contains the tsmsumplion figures 
in the inefaiwerrking industry for various states in 194S (ailuiitn (2) lists 
the pi^rcrentage r»f .sales to each .state bv Kaslern PeiuisyKvinia and Oela- 
ware mills. Column ( du- actual .sales made l>v Eastern iVunsylvania 
and Delaware firms using our assumption. I bis was < ;il< ulate<l by rimiti 
plying cohimn.s I 1) and (2). 

CJohimn (4) gixes the ]H*rcentage of .sidis made ]>y Baltimore firms to 
x'arioii.s consuming districts, and column ( 5 ) shows tin* sal/*s in tons (ad- 
uinn (1) times column {4}}. (Joluinns (fi} and (7) are tlx* jHTctmtage 
and actual sales by W est Oast firrn.s under our a.ssiimptioiis. 

Column (8) ix the natural market sales taken from Exhibit 6. CJolumns 
(9) and (10) show (he change in sales that result if fher«.‘ were a shift 
from the basing-point system to a system r>f uniform f.o.b. mill pricing* 
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r»N'.sirMPnos and prodi ction of hot.roi.led sheets 


fciratiift't' 1 ,::■Ji't lV..' wUk ..t, -.:,if .'r-Jr.-'-vitvij*.-, *“'.■ve«iiK:^“'.Tf.iSW ilXiner.-aii'tvJtfCi-.'fiVlt 
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BUSINESS EC;ONOMlCS 


with all prfvimw base prices liecofning f.o.b. mill prices, i.e., without in* 
creas«?s of Baltimore prictts or cicH^reascs of f .o.b. prices of compt’ting mills. 

The ri'Milts arc* ama/ing. Uiult^r a basing-poiiit s\ stem mills in the Spar¬ 
rows Point natural market area could sa*!! fk)B,973 tons of hot-rolled sheets 
t4nd strip to the nw'ta I working industry, while under an f.o,b. mill system 
siiles would Inr 2.MS,43-1. This w*ould represimt a l,4'tl.4b0-ton gain in 
sales. 

If the limiting assiiniptions are removed, tlie results might U* different. 
Nonetlu’less, as far as hot-nillt»d sheets are concerned, Maryland stands 
to Ik* in a far lartter cofn|H-litive position iincler f,o.b. mill jjricing in the 
steel industry * 


QrKSTKiNS 

1. How (h) y(Jtj acconrit for the espansirm of the Sparrows Point market 
under f.o.b. niill priciiig? 

2. In view of the evpairsum of the SpaiTows Point market nudfr f.o.h. 
mil) pri» ing, df»es jt ap[K‘ur that the previous polu v of basing-point 
pricing was uiisouiul frotn the standpoint of the indusitifj^ 

3. Is the expansion of this market an indication of i;rt*attT coinja’lition or 
of regional itionot>oly in the st<»el iridnstryy 

MTi:\DlX 

SOME PACrOHS IN 3HK PHK.INC (>l STKEI/ 

Tiir. Dfm.snu i<m Siiki. 

IMMIDI'NTF. SOriK i: OK OKNH.M) 

Orders for steel eonu^ nmsflv from compunH s using the products of the 
sh'id indnstiv as law- matcMtals m niaking goods or as etjuipiftent in pro- 
dneing stTviees. 

Oompanies pnrcha.sing steel have In'eii classified, ami estimates f)f the 
[K^reeiitage ot the total steel production of the I’nited States ])urehased 
l»v each class are shown m the table on page 2S5 

In connection with the ahose classification inttTesting obserxatious 
inav he ininh'. I’'irsl. the purchasers of sU*<4 are principally companies en- 
gagetl in the priKimtum of jirodncers' and consnrncTs* durable goods. .An 
exception is the container iiuinstrx' which mannfaetnre.s tin cans, an article 
elasstfit'd ns a pertsliable g(HKl sim’e it is generally used but once and dis- 
cardeil. Secoiul, in recent years lht*re has been a inarketl increase in the 
percentage of steel purchased bv omsunuTs' diirabU- g(K>d,s industries, 
such as the automotive and household appliance industries, and a de¬ 
crease in the piTt entage of steel purcliaseil by prodiurrs. durable goods 
industries, such us the ratlrrKid iiuhistry. In this counwtiou ‘‘Misct^lluucv 

' SvrtrIf du- Inifwvt of F.OM. Mitt /’rretfig on Mar^iufui Manufacturent lIHib- 

lualum \o. nil (HaltuiH»ri\ UMO), pj> 

* lU'pnnIm «.*tf fn*m 7‘..V.K.C. f/earings i 7«tl» Cnug. StI K Part 26, ExKihit No. 
1410. i)]i. KlHtXVARKS. Tins I'xhibtl oUeri'xi in Ic^tinmny b> the KuKcO States Stwl 
Cor]n«atMm 
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mis,* which has shown such rapid growth* includes many industries pro¬ 
ducing consufm*rs* durable such as n^ngerators* air conditioning 

units* stoves, etc. Third* ^Exports* in some years account for an apprecia¬ 
ble ammint of total ste^l sold. Si*»oe the economics of exp^irt trade involves 
Huidiiions not present in the domestic nwrket. the subject of pricjcs and 
pricing methods in the steel c*xpc»it trade liavc nt>t hwi indncwHl in this 
study. 

Most industries purchasing stwl an* charactiTized by large companies; 
in the autoinotix-e* container, agricultuml implerneMts. hoits<*hold durable 
g(KMis and shipbuilding industries, a relativefv (cw large a^mpanies com- 

PIlUC llNTAdi: lilSTliUU TION OK HOT lUMJ.KI) IKON 
AM) STKIT. PHOIX (TION \MON<; M.UOH <‘o\Sl NK 
INC IMU STUIIS* 



nm 

ms;*' an 

noft 31 
A»frn<c*- 

.Automotive , 

17 3 

20 H 

»t;.3 

( “nn.Mtnu’tiirz; 

|S,8 

io.n 

10,0 


(; 1 

10 I 

17.0 

Cuut'tim'r 

9 } 

S 1 

! 4.7 

AKrinilture 

1 7 

on 

“ r»o 

Otl, gaw, niul waiter 

7 1 

0 0 

k:\ 

KxfKjrljt 

7.-* 

:» r, 

rtM 

.Mnrlimrry 

3.’> 

4 2 


Kuriiit ure mid furm‘i|iiri|c> 

M* 

3 0 


Shipluiilditiic 

t r» 

0 0 

0.0 

MiiaiiK 

0 3 

O.'i 

0.7 


20.1 

IHO 

KVOt 

• M . Wt.rihilii. Om? )*f .Srww /‘tz-fwr;* »r. W-n'' 

I'tiHtumtHif /f)‘ 



:«» ri.'iw 


U'Milr i.'V «tn«t»»'U(>n!riir tnatviil •» 

1 U'/l 1 

--M 1/|*' •‘•t hoi\ 

lii-irihiituiBt muii 

mtsiti'T*. 




< fur 1t,<‘ .tl mrl-.uW ’ I urrut:. 

irr «tvl 1 '.iriiuili 


prise a substantial jii'iientagt* of the total pi<Khictir)ti c»f their respective 
industries.'' In purchasing their steel recjinrt'inenls tliev' larg«‘ <‘ompanies 
usually come into the market with r>rders of e»>nsiderable magnitude. The 
cU*rnand fc»r steel therefcire consists, to a great degree, in largc-siwnl 
orders placed b> relatix ely few ewnpanies.*' 

(;K<x;H.Arfnc: DisTHim rioN 

Orders for stm*! arise for tin* mmt part in concentrated geographical 
areas. The bulk of tonnage husinirss originates in a belt extc'iiding east 
of the Mississippi, and north of the Ohio risers, tajx’nng off toward 
Big ftusitur^s. Its Cnmlh anti Its TWe. T. p, 42 {1 weritifth CVTitury 

Fwim!) Exhihit Sn. H96 xiihmirU fi to the T.WE.C,, Julv 11, JM'W* <l>ajM*cl on CeoftMs of 
Manofariuri’is ,1. 

.Silica statiKticii of itic sKilwidiarifs of l.'fitU’d St»U*is Ste<‘l Corporalton *1 jw>w tltat 
941 c'listrwHTJi had hiUiogv over $IO0,0(K,l c-ath and aiteiinted f<ir 73% cd 
sail's, in 0113 c'listoim'rs liad hiHmgs over $ltK),0tM» each aid accounted 

hir t,if grosK hairs. 
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Philackiphta and New York; but important markHs exist outside this 
z<uie. partk?ularly for products required by tlie oil and canning industries. 
Althcnjgh major markets for particular steel prcK-lucts viir)' toth as to Ifna- 
tion and dei^ree of importaricc, the principal centers of the composite 
demand for .stetrl in thc^ir general order of precedence are;’* 


1. DetrcMt 

2. ChiciiHo-(iary 

3. Pittsburgh 

4. (!leve!and 

5. luis Angeles 


6. Yoniigstown 

7. \lilwuuk<H* 

8. San PraiK'isco 

9. Ni'wark 
10 New York 


11, CJincinnati 

12. Ihtnstot) 
M Hiiffal(» 

M. St. l.oni.s 
15 Tolt^ilo 


< .'ha jcA( TFJiis’nf s or I )km a sd 

The demand it>r sU t l is subject to tiemendons ( vclical flnctnations. 
This is due jirimarily to tlie great t yclical finetnations in the demand for 
producers' and consumers' uiirabU^ goods in the maiudactun* ol whicli 
steel is cnnsnln<^d. 

DKiiivKi) wri hi: or oi;ma\o 

The demand for new durable giwuls is highly vensitiic’ to changes in 
the demand for services which the durable gotMls perform. This may be 
demonstrated by a simple themetical illustration, railrf»ad net‘<ls five 
hundreil cars filled to c apacity to carrs lll.lKKfOfH) passc^ngtrrs a year. Eacli 
year liflv cars normally wear cuit and are replaced More pc'oplc* decide 
to trasel by railroad and |)assenger traffic increases 10 per cent, so that 
11.0(X).(HX) passengers a yc*ar must Ik' accommodated. This recpiires fifty 
mort' cars which must l»e accpiired immediattdy to meet the incn'ascnl 
diMuand for nassengcT service. I’herefore. in the year that tliis increase 
tKTiirs the railnmd has to buv one hundred cars insic ad of the fifty nsnally 
purchased for the normal ri’placeinent pr<»gram. Thus a 10 per ci rit in¬ 
crease in the (.leinand for passenger service results in a 100 percent in- 
ertrase in the demand for railroad passenger cars. This is soim*times called 
by et’onomists the "acceleration principlir.' It works in reverse too. If pas¬ 
senger traffic de(Tea,sed 10 per c*4'nl there w*»nld n(.>t he anv demand at 
all tor new passenger railroad ears, since only four hundred and fifty cars 
would lu‘ re<|uired to carry the 9.000,000 passengers left, no additional 
cars would In* needi^d to replac-e the fifty worn out. In other words, a 
10 jH?r cent deiTeasi» in demand fc^r piisseiiger scTx ict^ would cau,v<* a 100 
p'r ct*nt decrease in the deiiKind b»r new diirablt* gexHi-s to perform such 
st^rvice. 

nifRAHILITY AND DKMAND 

The longer the life of durable goods the mi*re sensitive is the demand 
for the new durable giKxl.s to cfiaiiges in the demand for sers ic‘f.‘.s. For 

BdxtHi on r'sninah's inaclr in fiv the siihsicliaries of the I;mini States StcH 
(:r>T|>nriation of ii "nonnal" inchistrs'-wuk market fiur tkr {wiHJiK’tS’ 

raih. Iw'avy ■stnicttirul |>Ut(«s, shraTtHf ami univenval. fabric ati^cl struc.'tiiral 

work, nw'nhant Iwirs, inclmling hem and light jctroctural shapes; 

hlat k shc'f'tn. galvani/i't) sht^.A.i. lK»t rolled strip; rexU. wire and wire pnxlmrts; tin niill 
pr»HliH.'ti»; pipe and tubing. 
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example, in the simple theoretical illustration s^iveii abov'e the average life 
trf tlw? railroad car was presumed to tcui years. Fittv cars norinaUy had 
to l>e replaa*d annually. However, if iIh’ average life imd five vvarsi^ 
,UK> cars |>er anntmi would liave to Iwr* r<'plact*d. hi that e% eot a 10 jx?r ctuit 
increase in the deinarid for ()assenger .ser^ ice would haxe rt^sullt'd in only 
a 5f-i |x*r cent increase in the d<^inaiKl for new raiinxid vats, and a 10 |)ei' 
cent decrease in the demand would Iwve resulteil in a 50 jmt ivnt de- 
cr«*ase in the th^mand for new etpiipnient. On the otlier hand, if the aver¬ 
age life of a ear fuol Ixvn twenty years, oiil\ tvventx five ears wtmld base 
to 1 h‘ rejdaced anmiallv. I’lnTt'fore a 10 per cent iiuTease in the detnaiui 
for serv io' would have caused a 200 p r cent incrf*asr in the demand for 
ne w railroad ears. In tlie event of a 10 per cent «l<*ere!ise in the detnand 
for servict', the replaceinent demand for new (Npnpinent woiiUl not only 
disa])|>e.ir entireK, hut twenty-five .iflditiona) cars tlieoreticallv would lx* 
removed from stTsiee an<l he availahlc' to int'et tin* normal replacement 
demand in the hdlowing year 

Tims, wliile tin* denuind for new durable goods is highly sensitiv** to 
ehang< in ihf* demaiid for s< r\ iees whu h the durahlt' goods perform, the 
degrer of such s»»n.sitiv itv and the magnitude of the resultant flin tiiatifin 
in d( niand depr iids on the life span of the ilmahli g<»ods. fim tuations in 
the demand for new durable gcxids will he jnogiessiveK go’ater a.s din 
rahjiifv increas(*s, In actual practice nuinv ijn.difit at ions to tins principle 
exist, nevirtlu'less it is fnndainental in the demand for durable gootls. 

HlSTrONMUi lTY OK Ft Ol l)t KMil.i: (KMllJS 

'File purchase of durable goods usually (an lie iMsiIv ]HKtpont*d. and is 
p(*stponed when income is scant oi prospec ts lor the profitable use ol 
.niditional durahh- gooils are discouraging Xs a result of poslpf>nah!lity 
of pnic hast-. producers' durable imlnstnes fe el an immediate eflect 

on demand resulting from (he lontraclmn ol produeers' iiKanne;' as f!\- 
peuditures for capital goods art- deferred and the income of the purchaser 
is directed primarilx to mev-ting necessary oiit-of pocket exjM'tiM'S In 
addition, even though the immediate business outlook is favorable, f‘\ 
ptnditures for capital ecjiiiprnent rna\ 1 m^ postjHmt^d if the long Ic'riii 
busiiu'ss outlook is unfavorable; the bnsiiM ss man must antic ipafe a rea¬ 
sonable return o\(‘r the life of the inxestinc tit Ix fore tying up his capital 
in duralile etjuipment. After a prolonged de pression, with purchases of 
durable gcKxls almost c-ompletely eliminated inen ased profits and re- 

''fcf Tfir iigc' of ilic vinfl cfiirififr in nsc* rna*)it 

(h^ngf in diffi’rent vi ars \h^ Tfie rffret <>| ttlwcilo* »►!»!. r ii \n mc-riasr oplju rrnetit 
r.iti>s and tfM'rrfofr limit tin- magnitniie nf fin'if i! is a (.tmst.int facterr from 
vr.ir to ycMf. If an matte f-ut^r. j( wnuk! imrea'*# Hw f|n« if jI ot-rvirrcsl in 

I'lorruat or iilaive iirtrmal scars, < r if it ix ciim’d m snh-m*riHiil y'MO it wnnld linnt (lu- 
ffnclnatiei), I c) For prcHhuenii' cinraljlr gJHnh. t-rn** tan Iw' hn^nRfit afxxct In- 

shifts in drmamf (he ties ('lojMnmt nf neu' puKlncts. the intriKhnlum of new teth- 
niqviesi nf prtxhietmn. tliwosery of inns n vmrt.es or nese methods nf luing 
migration nf indiistrv from om* arcra to another, ami snniiar changes In the field <»f 
conjauners' dnrahle gorxh, style rhaT»ci*s and shifts in tonsniiiers* dcarMnds are amtmg 
IIm? causes vs'hirh nwy resnll in shortening Ifw* exherwisr' uvcdnl life of duraijrh' 
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turning confidence vls to the future may stimulate a great upward surge 
ifi tfie denmnd for replacenumts previously pistponed and also for tkew 
equipment for expansicm. 

hi like rminficr. consurners’ durable goods industries feel the impact of 
declining consunrwrr income, as funds available art^ used to buy tlie iieecjs- 
sities of life and existing consumers durable goods, such as automobiles, 
are made to last longer tiuin anticipated, or are discarded without replace^- 
inent tinder stringent conditions. Iiicrea.sed c-onsunufr income, actual and 
anticipated, will create a strong revival in demand for ctnisumers* durable 
giHids as replau^numts are made and nc^w equipment purcliii.stHl. 

As previously iiulicated. the “acceleration principle” becomes more 
pHent as durubility of a product incTeases. As a result the magnitude of 
expiusicm and f^mtrnctiori in demand for pn^lucis of the durable goods 
industries will be gn^Jiter than fur non-durable gtKids indu.strit^s. Tliese 
fluctuations of demiind for new durable gcxitls will 1 h* further inagTiified 
by the postponability of purchase of these* gexuls, a nrixbio-r will huv Cfial, 
oil or eleetriail energy long after he has decidt»d he must postpone pur¬ 
chase of capital f.*(pitpinent, aiul a ctmsumer must buy food, ch‘thing and 
other iKH-essities (‘ven tlioiigh he cannot afiord a new car or a refrigerator. 

lOTAt DFAIAM) VOh STfCKl. IS INf’.l.ASTIC 
The magnitude of these cyelieal fluctuations in demand cannot he 
materially a(fe<'ted hv adjustments in the priee of sterl Ixhuusc (Iu* total 
demand for steel is inelastic. This is due, first. ti» the dr*riM*d nature of 
the demainl for steel, and, st*cond, to the limited number of snh.stitutes 
for basic .stei'l products, and con\ers4*ly the limitiHl number c»f products 
for which steel may l»e substitute*!. 

As prevumsK in<h< att**!, the <lemaiid for steel is derived from the de- 
numd for the s<*r\ icf‘s which protliicts made of st<*el ])erf(>rm. If a change 
in the price ol steel is to influence the (leinatui for the finishe<l product 
in whit h the steel is ii.seii, two eonditi(‘iis iinist exist; the cost of steel must 
repres^'ut a substantial percentage of the selling phet* of the finished 
article, and the demand for tin* finished article itself must he such that it 
respmds to changes in its price, rhis is not genernlJv the case; steel as 
a raw riifitf.'rial n.snally ri‘prc.sents a small pert'entage of tlie total cost of 
the fini.shi'd jiroihiet, and the major iiulustries purchasing steel have a 
rather inelastic demand for tlu ir nriMlucts.^’ 

The automotive iiulustrv, whic h during rexent years bus l)een the larg- 
f*st single customer of the stec*! mduslrv. is a typical example of the de¬ 
rived nature of the demand for steel and the resultant inelasticity of siich 
demand 1’he co.st of steel in a low-priced automobile retailing l>etween 
STOtKX) and $S(X).00 is alHiiit $85.00. or roughly 10 per cent of the retail 
prit'i‘. Hoos and von S/eliski in a recent .study contained in ‘Tlie IXnam- 

TVir rm»|wtx»n of stwl nwt in {Mice of proditcf lor sdiioiis 

(temii iin lAs futUiwn; miV of railwwl, amrttneut biiildifig. 10%; automobile, 

10%; cAii of ftHxl, fraiiM' Ikmisk*. H2%; i.iw.'iric refrigeratoi, ^>.4%; dain* iMni. 
mik' of it'inlrm.Td higlma^v, 0.7%. 
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ics of Autfwnobil<? Demand*^* estimated 1.5 to l»e a representative a\ierage 
elasticit)^ of demand for new autornobiies; i.e., for every 1 per cent 
decrease in the l>rit‘e» the automobiles sold wotild incrtrasc 1.5 jK^r tvnt. 
Since steel costs represent 10 per of retail pn'w*, a 5 |>er cent decrease 
in steel prices would p'*rinit a 0.5 {h*i cent rediu tion in tin* price t>l aulo- 
mobiles, and ammling to siu h ela.sticit\ of demand would increase auU»- 
inoi)ile sales tct tin? extent of 0.75 p<T mit. 'l‘ht‘ resultant ituTt‘as<^ in the 
demand for steel by tlie automobile itidu.«»trv would be tieghgible. 

EFvvcr OF inK srKsrnni(>\ i acioh 

Substitution of steel for othi'i nuitt ruis. or a reverse snbstitiitiun. is 
not an iinp)rtani lactor in tlie i vt Ik al Hut tnalii>ns »n the deniaiivl lor stc^l. 
If. through lower pritres, steel umlil itisude a major market served by 
other proilucts, or if high relatixe slt‘el pntvs inviisioii ol major 

steel markets bv sulvstitute prtKiiicts. thtre vvo\tJd be imparted t(» the 
total demand for ,st» ei a degree of eliistieit> nc't now present Steel jKrs- 
ses.se.s more physical strenetb p‘r dollar of mvesfinent than anv tither 
existing prodmt; wootl aiid cunertte have a reslrietetl fir*ld in which 
tlies' mav In* substituted (oi lu-aw sterd (*lavs. plasties", ruiibca. aluini'’ 
num anti certain allovs inav serve as stlb.stitutt^^ in spet iali/ed fields, lull 
even in these eas<»s prut' ntav la* onK one of many txnn|>etitive factors 
involved 'I herefore. [)rice rethiction would result in vi^rv little adthtioiud 
steel being sold as substitutes for other pnwlnels. aud a price ativunee, 
unless aimonuai, prolialds would not rt'snlt in additional competition 
from substitute prtiducts. 

co'fKxriAL Y ok nrAtwo KHoxt a PAimri’i-Aft 

I'HOUt'tJH 

Although the ovtT-all demand for slet ! is iiiflastk »md fhr* total <|uan- 
tify bougiif vvfudd not l)e sulistantiallv diflt*n*nt if flie priet' witliin rea- 
sonalile limits were Iiwer or high<‘r. the demand for steel from a particu¬ 
lar producer posses.ses gi<‘at potential elaslieits. T his readint*ss of a buyer 
to shift from one pitxlucer to another iM’cause of a lowtT price is (hu* 
to the infciirined charar ter of the buying of steel. Techniail knr)wh*dge 
ol the prcxliict to lx* purchased is available tlirougfi laboratrrries of indi¬ 
vidual purchasers, trade associations and indejKTident researcli agencies; 
cxactiv the same stexl may. for the most part. obtained from any one 
of a numlH*r of j)riHlucers! Furtfiennorr'. the large sizt‘ of iridivithial pur¬ 
chasers makes it w'orth-while for Iniyers to .veek the Imvest |yrssible price. 
This proptuisitv to shop is enhanced by knowletlge oi latest price cpiota- 
tions. by familiuritv with psycfmlogkal anef other factors resulting in a 
""buyers'’ or a "’.s#?liers” market for all or particular nrrxliK ts. and l>y a gen- 
eral understanding of approximate cr>sts of steel pTmiuction. indml. a 
few purchasers*' of ojXTate comph*feh inti^grated works to 

’‘M>fjcatioD of the {k-ntT;^! Motr»rs (;orj>iwiti*»n haw-fl tip/n pa[)r>n al 

a jciiirt nnH!!!«ttiig <if tfn- A,n\«rriraii Sfiiti.stii-'al As.s<»eiatn>i» and t}»<? fvoan«rnrtric S<jH'irty 
in Detroit, MichigAn. on rMrmtvT iTT. 

Ford Moltw Ownjiftity and Inttfivalional llarvtsli*! Omipany. 
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iitM{>ply portlfMs 4>l tlu^ir rt*qitireiTw*nt». and have si^mi-integrattHl 

and nnri*intt»^faliitl captadty, 

ThuH, pott^ntially, tfie d«*niiiiid for sicwl trtmi an individual prodiicfT is 
dastic and hnyors an* oftnii in a jKisitioii to evfrt luiri^aininv; pressurt? to 
obtain tin* lovi'f'st jxissibU* pric'i-jk, I'iipfcially wht^n the .steel imlustn' is 
m>t operating near c:apacity. 

Tfit Si rw-v OF S'n'TKi. 

(.l.(X .HArilK COM I- NTHATION' 

'I”he tnost reonoifiira! source of sfet*! is that location at which the raw 
mutcriak < un be asscuiblcii. the steel prcxltuetl and delivery to tin* market 
efledecl at the lowest possible total c<»st Iti cletenninihi; plant l<K*.d»(nr" 
avseinbly costs are most imjxirtant. more than four tons c»l raw materials 
iinist Iw’ assernhled for every ton of steel poxhiced. Vlthoniih j)rndiic*tu»n 
costs iirt^ sufiject to variations due prirriarilv to geoij;raplural wage rate 
rhfferetittais, these variations arc- supph tueiilarv t(j and. in a nuMsairt*, 
c<»»ii|x*nvid,ory for otherwise uneeononiic.al assembly or delivery costs. 

'f ile approximate amoniits of print ipal raw mat<‘rkds recjutred j>er ton 
of nig iron are; Kd piunds of iron ore / iissuming ore ol a reasonably 
higri miiallic content V 2T0() pounds of eoking (<»ai and ‘XK) pounds <»! 
linrestone Another I5<>d |X)uiids of (oal mas lx* nmsuined for pcKv^T and 
heating lx■f^)re a ton of finislx'd stet‘1 piodnct has h‘lt the milk, The 
greater proportion of the raw mafi-rtak is used in the blast Inntaie. )mt 
integrati'd stc'el works have develoiXHl trorn blast tnii^Kt* j)lar»t\ het ans(‘ 
(a) as steel approaclx s the hnisht*d stage the cost of shipment Ix't omes a 
smaller percentage* of thr* cost of the pnxluct to the bnver. sb) integra¬ 
tion assures more c-onstant and reaMmaoU full ntili/ation ot blast fiirnaci*s 
and o|H’n hearths, i t 1 econoinics of c onvertmg molten iron into stec'i and 
other heat consetvidion bu tters arc ttn|K)rtant in th<’ economir a! prodne- 
lion of stt*el 

lamitatioiis imjx^sccl In the necessity for the uxist favorable combina¬ 
tion of asNcmlilv pr^xliu tion and ih'livc-n o»sts fiave isaidiia-d st(»el pre*- 
duct ion tea ,i few geographical areas. 

Tlie most favorable cc»ml)ination «if the three variables is proliably to 
Ik* found at Lake* Erie and Lake Michigan [Xirts and in the Pittsimrgh 
distncl \ inc luding th<' Mahoning and Ohio Valievs \ Th<‘se‘ IcK'alions’'^ 
were primarily determined by the asstmiblv costs id kike Siij-xTior orr'S 
which are the liackbonc of the steel iiulnstry in the I nitr'd State's and 
supply about S* pi‘r i enl of the ore c'onMimed in the c'ountrv, and of tin* 
fint'sl metallurgical tsiking coals which are foniiii in Western IVnnsvI* 

.AiiK'ot an (tat ami FomimItv (.‘is.; .^rnerkaii l„c»t.’nim'lo e (To.; .Auhisen. Topeka 
atxl Santa Itailuiaci (amtirit^itta! (!ari (a» , Siiuoixls Saw and Strvl Os.. Timken 
HoHet IkniririK Ov. Inc, 

ail..ditlit\ of a Itirge w«Ut*T uijyply is imfiortaiX ii» sir**'! mill kx ation. 

Ahlutugh fSttshiirgh historiialU was; establishrd as a stit'l poxliK-iitg centrr Ix*- 
fnrr bake SufX'rttTT ores and cst’king <'»»«! came info general »is<\ its gnm'ih and the 
inamtrrioiue uf its dominant pssitkxi kis l>eeu Ihisrd on its t'isxHJHiu al ac^ftnsihtlitv to 
tliese rewnirces. 
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vmtAr West V'irgink aocl Kentucky. The auist*nihiy cxijfl of limestone, 
which is well distribute<l and the least imixirtant of the major raw^ mate* 
rials, is tisually an incidental factor. 

Con));iarative assemhly costs at principatl pnxiuction centers in this area 
have lM*eii estirnatwl as follows: 

IvSTIMA'rKD A.SSKMIIIA' (‘OS'f.S IS THl. PRODl i'nON OF PK; IKON, 
S( MMKK iW 
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Assemhly <t)sfs at thesr- Kicatinns xary. th<' imporlaiue of r;uh ccim- 
|>cjrjenr ol thi* costs is nnphasi/ed In thf‘ ilillen iu'e of $1 IT in favor of 
l'iltshnrL;h osrr (llHc'ai;^ tlui* entirelv to Piftshiirijirs fortunate position in 
(hr o'Otrr of tln' finest metallurgical ca^kmi' fields in the conntrv. 

Alfhoueh primarily hasted njXMi assemhlv ct»sts, fhr irrowtli of th<*se 
j^rrat steel prodiutioii centers to their present si/e would ntit have been 
possible if outlets for at least a considerahle part of their produets di<l 
not exist fairly chise. at hand; all the priulmtion <:ei’ift*ts csiiriride with, or 
are adjacent to, major centers of stei l flemand. However, thr* location of 
these production centers depends nnlv in part (»n rc lativi^ assemhlv costs 
and the imiit^nitucle of lixal demand for a partic'ular prcKlncf; it depends, 
amontr other thinirs. on the c‘oriforinatiou of th<‘ market for each prcKhiet 
and for tVie group of products that mav 1 h* t:couoinicallv prodiiicd to¬ 
gether.'*'' 

For example, hot rolled sheets, cold nhed sheets and tin plate, which 
are prcxhiced at the Cars’ .sheet and tin mills of a suivsidiarv of Ihiited 
States Stc'el (‘orjx»ration with all the attendant economies of large .<iaale 
production, arc products of virtually the same integrated pifK^ess. Major 
outlets lor hot rolled .shf‘«*ts are (Chicago. Detroit, and Indiana with ini- 
pirtant M)nrw‘s of demand in Iowa. Minrw*sota, and Ohio; Detroit is the 
principal market for cold rolleil sheets, and (durafio i> an impirtant inar- 
Committee on Iron ami Steel Prite Resinrrh, \.UK*fwiI Bureau frf FcmKmrir 
Besearth Omfereiicf,* an Priie Rexvirrh. far liruranh tm Ptirei ntui Prtrine 

Policies in tike Iron ami Steel huiujetry *, 19 *VH. 
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fcist for tin plate, A Jiimtlar situation exists at the In^in Works of this same 
subsictuiry in the Fittshurs^h district which rolls the same three products, 
(ihio aiul adjacent W'cst Virginia counties, Pittsburgh and Philadelphia 
are major markets fnr its h<it rolled sheets. C^old roUt^d sheets are princi¬ 
pally shipfM’il to ('leselaiul, other Ohio centers and Pliiladelphia. Tlie 
lr\'iii Works may also suppleriienl CUiry in the rX'troit market wth hot 
and cold rollt*d .slif'<“ts in jH^rifKls of |X‘ak deinaml, while Mt‘trop<^litan New 
York is tlie major maiket for its large output of tin plate. 

This market stnicturi' of groups of proilurls that may ectinomically be 
prcKlnced together accounts in piirt f«>r prodtiction patterns with such ap- 
|>arent inttniMslencics as liiriite<l capacity at Detroit and exc(*ss capacity, 
as cnmjKue<l to IcK'a! demand, at Piltshurgh, The effects of histork'al de¬ 
velopment anti the immobility of steel making equipment will be dis- 
ensM'd later. 

Birmingham, Mahama, and vicinity is another location with a favorable 
cximhmation of a.ssemhlv and prfKludion c osts, Assc'jnbly costs at Fhrrniug- 
ham are uiidoiibtedtv the lowest in the country—iron on*, coal and flux 
b4*ing in close proximity. In this case low asstMnblv c«*sts compensate in 
part tor the comparatively ptxir quality of the raw materials, iron content 
of the ores i.s low and phosphorous content higlu making citiiclitioning 
and .sintering desirahh^. the coal recjitires washing before tcjking. Wiili 
wage rates Ifiw'er than other distriets. priKluctk»n costs are also economi¬ 
cal although liasic wage rates have been rising in flu^ South. These ad¬ 
vantages of .issembly and produclion c<»sts are oflset bv n»moteiu‘ss from 
nuiyvr markets; a .substantial part of the tin plate* produced at tlie large 
plant retc'ullv treettd hv TeMiH*s.vee (and. Iron fti Bailroad (>>mpanv, 
another subskliarv t>f I'liited States Ste< ) (aerporation, at Fairfield, Ala- 
bairui, ts ship|H'd f<* the West (a)asf aiui Hawaii. 

Sparrows Point, Marvland, is strategicallv l(Kati‘d. Bast'd on the use of 
high grade iiuporleil ores, iron «»rt' eosls luive he<»fi estirnati'd' ' to Vm* less 
at Sparnwvs I’oint than at l,ake Frie and Pittsburgh area phmt.s. which 
advantage is otiset. in part at by higher assembly costs loi coal and 

limestone. It.s iiiv<'ssibility to the- large markets of the eastern seaboartk 
and its alulily to auiqw-b* on the \\Vst ('oast via all-water transportation 
due to tidewater tarititiev make eiimomie.d distributitin exists a major 
factor in tin* faviuable hKatiou of Spurrtiws Point. 

(aMubihixl assembly, pnxluction and deliverv eo.sts make possible in¬ 
tegrated sti‘t‘1 prexiuctnm on a comim'rcml luKsis in onK one other geo- 
graphieal art a at the present time.' Colorado and Utah tK»th possc’ss irtm 
ore, fair ct^king aial and hmestone in suffu ient quantities and wnthin rea¬ 
sonable assembly distance of eai h other. Due to prohibitive di.strilnition 
iMWts, how<*ver, this flistriet must dep«*nd. in the main, on Uxta) demand 
hu- siM'Ctal pnKlucts M Pnehlo. Colorado, the Colorado Fuel and Iron 

*'Mrtrsbiu! State Pknmiitjtr (a»mn!i.vni»a». Th- Iron ami Industry—Blast 

FvrmH't^x, Sn-r/ Wurk-t am! HoUinfr Mills. \ovrmh«'r miJS, p. 14. 

With tiH eueptMin af certain areas with small hxra) ore depusiu, capable of 
kuppoftiiig UiuUtsf w. orr ckwwits of New Jerttry. KA.«tcm Penosylvaaia, 

aJodtlMr Adirtmdikvloi. ctiofvniiii'ath t<* Ftnuuylvaniii riwt fields. 
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Corparatkm. cognizant of this situation, produces principally mils and 
tracic accessories for Western roads, and wire products for farm and 
ranch consumption. At Ironton, Utah, the Columbia Stet'l (."<mipaiiy. a 
nibsidiarv t>f United States Steel Corporation, 0[K?‘rates a blast furnace 
whose pig iron output is taken in jmrt by its West Coast steel mills near 
Los Angeles and San Francisco ami in part by ItKal buyers. C^ahforrua 
steel mills also use a considerable amount <»t scnip obtained locally. 

.Although it is an imptirtaut stt*el ctinsumiug area, the West Coast can¬ 
not supjwrt more than limited str^td making capacilv due to high assembly 
costs. particMilarly in Hio face of coinfx*tition from Hintiitighatn and Spar¬ 
rows Point, froth of which can serve this area on a more rwnoinical basis. 

The principal steel pimlucing centers of the nation, therelon^, are t'ori- 
finetl to |>articular geographical areas where the raw inatcTials for steel 
making can Ik* ecomimically assembled. l)iflerenc<*s in the development 
and activity of thesi* prfHluciiig area.s liave be<m determiniHl to a consider¬ 
able «'xtent by the relative costs of transporting steel to coicsuming areas. 
Many small non-iiitegrat€»<l mills, however, are hu atetl outsidi^ the major 
producing areas wliere tliev mav use Iwa! scrap, merc hant pig iron or 
vemi-ftni.shed steel to pnKlnce .steel b)r consumption in the IrH'al area or 
mav sjx*ciali/e in particular prcnhicts to distribute in more* widespread 
maikf^ts. 


Ti:( HNOiXX ;irAf. Asrre i s 

Steel making equipmt'ut installed at the prcuhicing centers is both 
costJv and immobile, the economies of size inherent in steel manufacture 
haw* lM‘en iinji^irtant factors in delenTtining the design of modern mills, 
'rhe rt sidt is tliat th«* small plants of fifty years ago have In^en succxH»<led 
bv complex ami giganlic operating units. 

Twtmtv sears ago the inAe used in blast furniues was principally made 
in banks of simple be«’bive ovens, usually hKated at the mine. Today, it 
i.s made at or near the steel plant in long batterir^s of l»v-pr<KliKt c'oke 
tnens vs ith alternating coking and fieating chatnlMTs topped by <aw] lar- 
ries, off-takes and cMollecting mains In cir»se proximity .stand the tall fil¬ 
ing tovs’ers and scrublxTs, the ammonia house and beti/.ol plant usev.! to 
obtain nuiiK^roiis bv-prcKiuets from the tars and gast's einaimting from 
tlie choking ovens, wJiich are today reccnereti and ))nf to use. 

In l'H80 the c».pat ity of the nirrst eflicienl blast funiacr*, a cornparativ<*lv 
simple unit, was one hurulred tons [HT dav; at prevnt tin* ne\vf*s‘t and 
most efficient furnaces are rated at IKM) tf> 12fX) tons per day. This in- 
creasi'd output has lx*en ammiplishr^d not only bv iruTeasr* in size and 
bc'tter bla.st furnace practicr*, l)ut by iniH'hanic^iI improvements and the 
development of auxiliary equipment- A blast furnacx* jilant today is enor¬ 
mous and complicatecf. The furnace is a tall circular structure fX) to 100 
feet high, built of firebrick and reinforct'd externally bv a cirrse-fitting 
sli?el shell. It is providtHl with apparatus for hoi.sting irrui ore, cf>ke and 
limestone to the top w^here they are charged into th«? furnace. l>arge pipes 
carry the gas generaU^d in the furnace to thr? stoves where it is u.sea for 
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Be%td«^js <jach fiirrmee* xtand four cvtiiidricaJ stoves mmHIy 
as high ns the fttmacr itself. Tl^ese stoves fkeat air to high teu^peratures 
before ft is blown into the furnac^e at the rate of five tons fd air for ever>' 
ton of iriMi produer^cl. The impurities in the raw rn;iteriiil are either buriw'd 
out or accumulated in the slag which gathers on tfiji of the molten metal. 
This slag is removed thrcMjgh the fiigher of two tapping lioles. llirougii 
another lapping hole the molten iron is drawn at fieriodic int(*rvals either 
into ladles to \h^ t arrieil to huge containers know-n as mixers subscipiently 
to be taken to the o[>en iieartb and Hessemer converters, or into runners 
leading to the pig iron casting ImkIs. \ l»oilr*r house. ]K»wer plant, pump¬ 
ing .station. tiirlKehiower. stoiky.ird ore bridge, car dnmjHT and raw 
material bins, all coiistitutf inifKirtaiit parts of blast furnace efjiii[)!nent. 

The steel maknig ecpiipmiMit is erpiallv complex and has increased 
in si/e as it has liettiuie more efficient. In tin average* open hearth 

furnace had a capacitv of 22 tons imt h#*at. in the average furnace 
eapacitv was fJ5 tons ih*i lu’at and the largest MX) ton.v p**r heat. Kven 
more spc'ctaiular has he<*n the radh-al iinprovi'inent in design am! the 
iiuTease in si/e of contiiiuotis rolling mills for flat rolled piodm ts iti re 
ecmt vears. This acvelerathni ol growth lias been so dramatic tli.it in 
a continuous rolling mill with a capacity ni as much as fS<M).(X)0 tons of 
finished Hat rolletl steel per yt ar wax nnprcct*di'Uted; vet in \laui> PHS 
a continuous strip iiiill was mMMied with an annuii! capacitv ol approxi- 
inatf^lv one million tons."' 

Kquipinf’nt uscil in »*ach stage of modi rn steel making is oMiallv so 
t*omhiiied a.s trv jii’rfonu a series of verficallv integrated (»|>t rations, cote 
.servrtlion of heat and jM>\vi*i mpiirc's eorUntnous poH cssi s, .\ssnr*mce of 
iideipiate sources of raw material and the elimination of purchasing e\- 
pt*^.s^^s at each stage of operations are tinporfant faitors in jiromoting 
further integration 

ViMiical integration is a dual d«*vel(»pinent in thi* industrv, Non-intc*- 
gni(e<I and semi-integrated priKhuers tiesiring »ndr’|M ridc‘fu*c from prie 
ducers of seini-finishetl sti‘i*l and th«* »Av*iiers of raw material resiTvcs. 
and mfluemx'd bv tli*‘ jmvsibilitv of additional savings, intf*grali* toward 
tin* .soiircf*s of thi'ir ravs- materials. Tartly a.s a result (»f sin h iiKwcrnent 
and partly due to tbe ilecline in iletnand fivr steel use‘d m prtHhK'<,*rs’ du¬ 
rable gomis indnstrit's. poHiuc'i'rs of s».’ini-fiinshetl and heavv steel have 
obtained onlh'ts for their ]U'ovhu:tive capai ilv hy integration towards 
more liighlv finished priKluctx. 

( AIMTAI IWf STMKNT RF(;>t’IUFN!F\TS 

This immhination of huge units vertically integrati'd requires large 
capital irnestmtmt. A nuKlern blast funiact* of alwiiit l.OOO tons capacity 
with the auxiliary equipment almve mentioned costs four to five inilhon 
ilollars. The average ins estrik'iit rerjuired for a modern ste^d works of 
efficient si/e is approximalelv $l(X).Ot¥l.fXHy Such u mill would In* capable 
of priKlucing alKiut l.OflB.OIX) tons of ingots pet annum and would have 
div'etsifir'tl finishing equipment of sufficient capvcitv to convert abmit 

** CN>iTi|^ii«%rtv awtifUKHM mip mill. (^ly^llllS 0 a Valles. Ohio 
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half the output into billets and other sc'int-finhluH! stc^d and the other 
half into stmts and strip. Such an investment would not include opera¬ 
tions prior to thr- assembly of raw matiTials at the plant site, i.e., the 
plant would lx* irttrgrated only from ct>ke plant to continuous rolling 
mills. C>|XTating units mav Ix^ and scnnetiint's are much larger; a .single 
continuous hot and <^>id rolling fii]i.shing plant alone may require an in¬ 
vestment of $f5(),tKX},tXlf). 

Such large and ctimplex <^|uipfrietit cannot lx* mo\'ed in response to 
geographical shifts in demand, and only extraordinaril)' great dilferential 
advaiitag4‘s of a iwnv kxation ju.slity scrapping existing iaciilti(^s einlxKly- 
ing large unaniorti/ed inxestment and long remaining servitr life. New 
areas of dc'mand nsualh* develop only for particular prixlucts <»r groups 
of products and it may fw' more economical h>r the eslahlishtHl poxhicx^r 
to install sufficient c.'ipacitv at the existing loeation to t‘i)ujp<*te in the 
new markets than to biiihi integrated steel works at the somve of the 
new' demand. This decision mav depend first, on tin* ciunbinutioii of 
[irtxlucts lliat ran f>e ecoiKinuculIv prothiC't*d together, .md Mvond. on 
wla llM T the stt el demanded can In* prodiuvd hy integrating new facili- 
th*s w ifli unused capac-tiv at the existing locatitm. Modenij/iiti(m and ex- 
paitsioii at the estaldislu'd UKati>>n mav he ratitaia). and the development 
of an individual (orupanv at a paitictilar iiuatioit may thus tie |XTpi^tu- 
ated. 

j acioks in t:M’i:Ni)nriiFs nm Nt w ri.AMs and KoiiPMiAT 

T'hc nuiidx r ol prodiJc<*rs of aiiv particular stei*! proihict Iw^ars a 
ratfier direct relations flip to till' titinimurn mvt'stnieui n*(juired to he- 
< ornc siuh a prodiuer. It is jM-rtinenf to inquire first, tJir* .source of the 
lund> for such capital expenditure.s and s«*cnrid fla- mducenu^uts nec'es 
xarv for the investnu*nt of these funds 

Sonrrc of I'utuLs, — Funds for inve.stim*nt in new plants and ctpiipuH'Ut 
mav he ohfained from any one or a eornhinafion of tin* f^illowing sourei*s; 
i' I i Outside capital, hotfi existing companies and pnunofers of new eom- 
|xini4*s mav htxrovv through the nierlium r»f nott'S anrl horids or si*ll strxrk 
to obtain funds from this sour<'4’. (2) Accnuniilati-d earnings; the avail¬ 
ability of this source* r>f funds <»ver the years enabled existing companies 
to promote anti kefq> pace witfi the upward trenrl in natif>iial steel con¬ 
sumption, arul in addition In'lix^l small non-integraterl and serni inte- 
grated steel c-ompanies grow into large integrab'tl units. (3) Deprecia¬ 
tion and other reserves; this has Iw^en the prirnarx' source of funds for 
replatvment and modernization programs. 

incoutives for Invrstmt*n1—Profit —'Die normal incentive for 

investment is prosjxt tive profil.s. Tfjis may cau.w the expansion of exist¬ 
ing companies; the* developuM-iit ol non-inti?grated and semi-integrated 
companies into integrated esunnanies being a caw* in |M>int; or it may in¬ 
duce new cYimpantes to enter the field usually as nou-integratenj or semi- 
integrated spreiaiists. Tlx? formation of a new* integrated stfx*! company, 
except by merger, woiild not lx* likcH tfxlay sinc'e: (1) A large capital 
inwstnient is ntx?essary. (2) The tc'cliiiologic'al and organi/ational diffi* 
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cuUi^s in fcmning «uch a company are great, (3) The diffictilty of obtain¬ 
ing an imoiccliate markK for tfie output of such a new ccunpany would 
be treifHnttl(>u%; great Iosjm's in i^arly years would tlierefore seem inevi¬ 
table, 

itureniwei ffJt investment — Ohmiescence. —Obsolescericf* has iK-mm an 
jiripfirtant iwitive for I'Upitut exjw^nditurfrs bv the steel industry in recent 
years. Hiis has Ix-rii ihu* to: ( I ) New nrtxfuction te€hinc|ues; the intro- 
dnclton of (.*ontfnoons hot strip niilK and contifiMous cold n*duction prcK- 
essr;s has brought about a major teeluiologieal revolution in the industry. 
(2) llw;' deveK>pmeiit <if new prcHlucts; cold reduced shc'ets and cold 
refiuced tin [ilale have praetically displaced the hot rolled products in 
major inarkc'ts. In order to reinatn in markets demanding the new and 
Iwtter products, c'ompanies have had to purcha.vc^ new ei|in[)nK^nt and 
constnici new plants, (i) Shifts in deiiiaijd; e g., the marked increase in 
the demand for sheets, strip, tin plate and f»ther steel re(|nired by am- 
.stimer g(a>ds industries, and the decline until very reeentU' iri the de¬ 
mand for rails. plalc*s and stnictiiral shapes. This shift Ikis caused ev- 
paiisioii of existing eomparnes ]»oth to me<*l the new demand and to 
obtain oullc^ts lor otherwise imntihze'd ingest lapiieitie.s. 

SI7K .^N1> M MBKH OF IMUniU KB.S 

The producers erf tiu* Imik of tonnage steel are large in size and rela¬ 
tively few in number, which is a natural devt'lopment in an indnstrv 
rc^qiiii'ing greal capital irivestimml as the result of large scale' i^|nipment, 
vertical iutegrsition and in certain eaw\s. horizontal integration. Principal 
ptralncers (ineliiding snbsulmries) and their resjux tive pcTcentages of 
total ingot capaeitv fi^r the vear 19VS are indicated in the following 
table/’' 
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* Th« ♦l*'rw t*,ij cfvrltxl* cunifiAnKr** rli*! ttn«auv<« •H'rl ^wiJy for 

^ Ainfrti'dii Ir*m mml Steel Institute, Iftin ami Steel \rorA* Oirceiery rf the l^ntted 
Sititejf rtmt Cttm*d^. JfliS, j>p. 4lM- 
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However, higot capacities should n<H be the sole caiteria of tlie siae 
and number ol producers, especially in the consideration ot markets for 
particular products, since the numljcr of companies and tlk» [)ert?ontage 
of the total that each lias ca|>acity to produiv varies with tndi\ idual steel 
pnKiucts. The numU^r is determined by: (1) The minimum itivestinont 
required in ecjuipimnit to prtKluce tin* product, the pitiMHvtive rehirn 
thereon, and the relative simpNcit\' of the ojH'ratiun. 'Ilw investinent 
fonm-rly rwjuired for a steel mill and past profit margins must he con¬ 
sidered in a study of any particular cumj>aiiy, since most of the present 
produc'ers enteri*d the market under cuiulitions diilerent from those 
which today wouki fact* a newfi>iner, (2) 1*he technological history of 
the prodtict and tfie tHpiipineiif iJse<l to poKlucr it. ( -1) The nature of the 
demand for the prmluet; its diversity and g«^Jgraphital distribution. (4) 
The historical development of the prtHlucers. 

'I'he |H*rt entage of the total n-presented by the capacity of any indi¬ 
vidual pnwliicxT is principally a reflt*ctii»ii of: (1) The historical develop¬ 
ment of that producer, particularly wjlli refereiK-e to prixluct vp<*cuiliza- 
t»on. \2) The techradogical history of the pnxinct and the etjuipinent 
used to produce it. l o) TIm* pnMlucer's l(H:ation with rt*s|>ect to demand. 

I ncIfT tfie iiiffueiitt' of lliese factors there are distinct variations in the 
iharaclrT and total numlM'i of prcHluct^rs of each steel jmKliK^t, aitd in 
the percentage' of total capacity }K>ssessed by each prrHliicer for each 
pr4Kluct and in th<' gcrigraphical distnhutitm of thru plants. 

CfiA.Wr.hS OF DlSTHMU'TItfN 

Approxiinatelv 80 |Xt cent «rf tlu* steel produced by the steel industry 
is sold directlv to lonsmning iiniiistries tlirraigh llu* sale.s (irgaiiizations 
of the pro<(lucing csimpanies no that in the niaj(»ritv of cases “sellers'* and 
“producers' are interc nangeahle IrTins in the market for steel. 

/o/>/>f.‘r,v an<l U'nrr /mjo.scv.— The balance of the steel w>l<l pasM\s 
through the hands of johlwTs. wandioiises and other drstrihutors which 
are essi'utial in the .sile ol standardi/fnl products m small lots to wid«dy 
scattrT«‘tl (finsurners. or vs here geographkal tondition.s such us exist on 
the West C.'oast make tin's form of distribution particularly t'connmicul. 

Although the jobber market is an inqxirfarit factor in tin* distribution 
of steel, the influeiKi* of this fonn of distribution fin the pricing and mar¬ 
keting of the luajority of steel prorhicts is iiegligdik*. Jobber f)iitk*ts are, 
however. im|X)rtant elements in the marketing fit gab'am/eii shcf?ts, i:«n- 
crete reinforcing bar.s, .standard pipe, tulH*s. and iiR‘rchant wire pnxluctU. 

linpartorn'c of Oulfriw —Maintenance of outlets for Vf*}ni-fiiiished and 
finished stiid is iin|Xirtant for most mernlxTS of the sttrrd industry. TIjc 
acc|tn.sitions of such outlets, hy integrated produc'ers, vs'hich rxrctir from 
time to time, involve a change in the distribution pattern of the industry. 

SUMMARV 

The supply side of the steel market from a long term viewpoint is 
marked by tlieise c;hariicterislic.s; (J f The an^a.s of production are geo- 
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grapiitcatly C 0 nc-<?MtraUH.l iti a few districts because cif location of raw 
materials and transportation cyosts. (2) Large size erjiiipment and verti- 
t?al integration are typical of the industry; some* conipanH*s are also hori- 
zfHitalfy integrated, while a luimfxT of semi-integrated or iioii-integrated 
emnpanies are specialists in particular prtwlncts. LI) l^irge capital in- 
veslinenl is rMreessarv; however, for certain products tht‘ investment iiec- 
essiiry to l^wmc a pnxhiccr is relativt‘lv much smiiller than for others, 
and this 5<H*ms to ta* an important <‘ontroi)iiig factor in detennmiiig the 
nurnlM'r of prtKlncers of a giv<‘ii product. (4) Ci<‘nerailv spMking, pro- 
diic^^rs arc large in size and few in iiiiinlM*r, although in particular cases 
rrifitor prcKlucers of sp cialty produci\ may la^ .smalh*!' non-integraled or 

t sn r.o s'l KLi. ('onptm\ri(>N .v st nsiin vnii.s 

roMKiNKNTs <»i‘ “n\i n " ('i>>Ts. \ s\n h nas 
(‘(»\i»rrioNs 
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serni-integruterl miits. <5) Itivestment in new plants and <n|uipnu’nt arises 
iMith ill n'spouM* to prospci five piofitv anil as a n snlt of oli^olrsiciK t*. 

Ill euiitrast with iimux of markets the sti-cl market is onr not 

easilv cnl»Ti*tl f»v producers, or withdrawn from, once euli\' has iH-en 
ac'compltshed 'I'lie laigt- insrstmeiit or^piireil, technological and organi 
zational tlifliculties. and the jirohicm of obtaining an immediate market 
are ohslacles to entry. The noiirecov<*rahle costs that must he sunk in a 
steel coTU]»aiiy are not conducive to withilrawal if thi*rt‘ is an np|M)rtunitv 
fur any return in excess of out-of-picket expenses. 

Ill nuitli the saini’ manner, the suppiv side of the steel market differs 
fnnn other inaikct.s in that pimhictivo capacity cannot he easilv ailjusti'd 
to meet changing imrkef conditions. <hu'f' capacity is installed, it is in¬ 
elastic and cannot U' removed except hv sirapping, xvhit h ordmarilv 
does not iipjM'ar desnahle vhu' to the large inve.stnuait inxolved, nor can 
irapacitv fu' easily expanded except lix h<*axy capital t‘\p*ntlitures re- 
(juiring a considerable time interval. 

('iiAKAf TMiisncs oe Ca>sT IN TUI Imm stwy 

■xni.iuihAir on Tixhir costs 

There are certain oists ni the steel industry which are approximately 
tile same regardless of the amount of stevl produced/'* 'Hiese ctnts are 

^ This prcNumr* a iimipany in Cleinpletr ihutHevni ruturallx wnnld 

drsnsi^e thr»*' .ituirph'. 
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sonK^times knouii as **overhead** or “fixed'* t'osls. lii tlie i^ase of tbt? United 
Static Stctd Corporation aral its stibsicliaries such “fixed’* costs are com* 
poseti of the elements shown in the table on jxige 29fi. 

Other steel product*rs may liave diffeitmt |HTW*ntages for the cxiin- 
ponents of their ’“fixtHl” costs dej)eMdiii|» tm tlu* degi’t*<‘ of intej^ration and 
tlwir captUl stnictiire. However. re^uTdles.s «)f tlirir comjwsition, such 
costs are rt'lalively larj^e for major prodncers in the steel itidiistry, and 
with low o{H*ratiiii' rales are a siihstantial pereefUage of total ct>sts,‘‘ 

"ADDITIONAI." COSTS 

The costs o\('r afid above ‘'fixed'’ costs rejiresent the "additiotuir c'f)St 
incidental to the prrwhiction of each additional ton of steel, assuming the 
ste<‘l mill is already in ojwration. Rei'i^nt studies of the experiemr of the 
Tmteil States Sl»‘(‘l Corporation and its subsidiaries c»ver the pasi hni 
years ifulicate that the atltiilion to th<‘ total c<»sts aristnu from the prixlue- 
tion of t ach addition toir" of steel is the same rt'^ardles.s of tlw* tij)<Tiiting 
rate at which the additiomil output is obtained as lonjl as the othi‘r fat- 
t«>rs affecting costs nmain cronstaiif. This j)henonicnon of constant “addi- 
tninal" costs covers an obscTvahle rau*i«‘ (»f output which evtetids from 
around tuentv per cent of capiuitv to shghllv Ix vorul ninety ptT cent 
of th(' j)hysical limit of output- ft is n<»t txTtain that this ndatioiishtp 
Nvould luild true as the pin sical limit of lapacilx is reaelu'd sinu* at that 
|x»iiit (In* e<|iiipO)eMt may iHKome ovcrtaxecl a)id for various rcfisons 0|K*r- 
atc less eflicientlv and at j:rt‘ater cost. Ia*ss <*ificirnt reserve units may 
als<j be placed m servicr to meet the jX'ak hovels. In thosi* circnrnstaiictts 
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thiit rath l«m <if H*>lh»ct ai<d Kini.\h+'d UwJ jw^Klwt rn of titlier tonruicr rnwhul whicdi 
of a lyiy: wh»w' a*, rniijr i.« Ii-as than thr aNpragt ifwt of all Hollrd dikI Fiiwsflwd 
!Ur>t.'l prodm fA, ia niaiU^ to coool ah Ir^s than a fall Ion, while tom of jukmIimU tA h 
iUm: whK'h iji on the a‘.t‘fagr tiw>ri(* <'#«nly tlwn the a\rraKr cf«t of Hollcil Aitd FininHed 
stwl prtKimtH. -arr madr to count more llian a toll fun. In thw w'liy life numiKif of 
tons oi all toniutce produtls shipped ha* Ixeii t^ornerted into erpiivahTif tons 
avem^r-cml ffijLhrd am) Finished stetd producti. Ilte result is that total ctwla of varkiiix 
tonmiecs »hi{iped are made fsiniparahh^ wdrere they would not lx if unweighted ton* 
nage!$ had been ijs^i. 
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the adclfHonai costs inddetktal to the production of an additional unit of 
output would ct*a$e to tie constant and would probably rise sltarply. The 
percwitage Cf>tn|y>sitioii of these costs in the case of the I’nitcd States 
St«d Oirpciration and its subsidiaries is indicated in the following table. 

r\n’i:n jerATt^K jk sritf^iru- 

AKIKfi* of "AfiniTIONM/’ 

I NliKU vm < ONDITJONS 


J ppruxifUiitf 
I*trrtntagt 


(ot,lu-r Mn*inl jierurity ?ifMl tin’onu*). 2.r>7 

I lot) nmi 1 >«•{>)«'<i«tin .j 2;> 

lVv^«*U. a2.22 

rtt*rurity . 2 OS 

(hmhJi^^aiiO S«<'rvi<vt!!if rurriut»t«Hl from 

I'otflJ. .iUMK) 


For companies U*ss integratid than the I’nitenl States Ste<’I Corjxira- 
fioii and its siihsi<Jiari<’s the |K‘fmitag(‘ attributable to “G<aHJs and Serv¬ 
ices I^irchased from Others'* would iiKrease arul the percentage of other 
compments decrease. 


AVF.KAf;i: (OSTS 

Since tlie average cost of prrKluting u given ton of steel is the sum of 
die ‘^additional** costs plus an atnount equal to th(* “flved ' t^osts divided 
by the tunnlier of units pnaiuceti. this “average” cost must necessarily lx* 
higher than the “additional*' ttist for nearlv the whole range of operations 
almost to the limits of lapacitv. ’ 

'Fhe annponents of the average cost of pnxiucing a ton of steel art*, to 
a certain degree, largely out.sule the control of stec’'! produer'rs; wage 
raters tend to lx‘ inflevifile and lag in adjustment, [iriees piid for grKxls 
ami services are often fi.\e<l by outside* agencies as they are in the case of 
railroad rates, interest is cletennined bv factors in the money market, 
taxes are e.stablished bv law, and depreciation and rlepletion charges 
cannot long lx* disregardtxl. 

Thk DYNA.snf's <ir tiu: Market eor Steei 
cxxsrs AND DEMAND 

l*lie inelasticity <vf the total demand for steel and tlu* aforementioned 
characteristics of cost in the steel iiKlustry plact* definite limitations on 
the financial ability of the industry' to incrt*ase pnxhictinn by decreasing 
prides. Assuming that each I pT C'cnl decrc'ast* in price would increase 
consumption of stwl 1 pT ct*nt. a 10 p^r cent decrc*ase in the average 
level of st<x?l [irice.s pr«*vailing during 19^kS even though offset bv a JO 
per t'ent tncreast* in the quantity of steel .sold, would have increast*d the 

*■ In rh*' ciwe iif I'AilPfl Sun'S SU'e! And its MtKsifiiarits. tlv<» average 

MMft ttf aU opTUti(m« prr imi of «htp(xd. under rtnwhtvMis. w'ouid fjt* $55,73, 
plus an anmunt t't^jUAi f« $1 SSL 100,000 ^the kHaI "fived" cnAts) cHvuM by the num-' 
Ixf i*f hms ptniui ed. 
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deficit** of the United States Steel Corporation from $8,75Sy574.0D to $5i,- 
0v58,572.00. This estimate is most conserN^ative, since there is every indi¬ 
cation that the elasticity of the demand for st«»el is not as great as as- 
siiuicd above. 

Dtrspite this overall price-volume-ct>st rclaticinsbrp in the industry, the 
|>otential ela.stic!ty of di^inand for tlu* prrK.liict of an ikKii\idual sttH«l com¬ 
pany and tlie internal probl«*ins ahsiiis* within individual oHinmnws 
from this tharacteristic cost pattern fiirtlier aH«?ct ifie rnarkt^ for steel. 

Kxet-pt iti i>eriods of high om^rations. and more particularly in times of 
slack demand, there is a temfenev to cut price s Iwlow average c*osts so 
long as the pricn* for llie additional unit st»ld is above the “additiimal" 
ecKst necessiirv' to prenluc-e such aelditional tein of steel Tlie large si/e of 
in<iividual ordt*rs and tfie potential shiftahility t»f hovers of steel in re- 
.sj>ons»' to prit<* considerations accentuate such a tendeticv. jvarticularly 
when. <iue to the inelastic nature of tire total demand for steel, the prob¬ 
lem for tlie individu.!] producer is to obtain a sliare of the going htisineSs. 
'rhus it is that in jKTifxls of restricted detnand knowing tliat iuivthtng 
alwive his “adilitional costs c^ntrihutes sornelliing (owaul “ovi*rliead” or 
“fived" < i).sts vvliic'h must hr- met in anv event, the producer will eut prjc*c*s 
Im’Iovv his av(*rage costs if h<“ feels hi* can obtain additional business for 
his mills theri'by. This inlierent tendency to ent prices, howfver, is offset 
to some extent bv the knowledge that eomp'titors vvill meet prur conees- 
vions as soon as thev become knovv'n. 

PSYCHDI OCICAl VM H f >PS 

Huvers and sellers of steel rtact differently at various stages of the 
fiuviness tvcit'; this is natural in an iiKliisIrv markf^d hy largf* evclical fluc¬ 
tuations in the demand for its prixlncts. In depression tlie tendeney to¬ 
ward jirice cutting grows as Imvers hargain more sh.irply and sellers 
scramble for what Imsiness there is in an effort to reduce defic its mount¬ 
ing under the burden of "overliead" or “fixed’ In Iw'tter times buy¬ 

ers are less averse to paving higher prices, and sellers no longtrr under 
tlie goad of o|HTating losses are reliic'taut to make price concessions. 
Therefore, in part at least, cyclical ffuctualjcms in steel pricfs ure attrib¬ 
utable to (haiigrs in the psychology of buyers and sellers, 

CHAH.ACTKRI.STfC PAITKRNS OF ACTfON BV SKIJ.KBS l\ THK 
MABKKT KOH STFl,!, 

Tlu* factors mentioned above have resulted in phenomena that reap- 
p<*ar each time the stec*l industry' passes through a full cycle in demaiKl*^ 

Di'fii it affi-r dnhictiim of bond but before Fwlcral imoiw* and profit 

lAJU's and exclusivt- *>f non-operalinii' inr'oniie anr! 

pattiTn otfthned lus perfiaps been oMTsinipliftcil sif»i;e i I ) all products do 
iwKl ptiiKi tlirough rai'fi phfwr- of the cveU- $irimUanfsrti<(K, inakioji; tbt‘ pattern mor«’ 
ctmluMHi tlian it apprars iu this oiitbms f 2 > tfo.* e^tsUnur of jobbr t« and disfilbutf]a.« 
complk ales the .utnation with r(.*»pe<t to t'ertain prodiKts; f 3 ji in additiwi, live liumsui 
factor is unpr«^ictabk% makini; it difficult fi>i busints.vriw« alwav'ti to rationalize tlwHr 
ac'tioas as thi*y particijiate in a highly aimpetitne market. 
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In a rifting cycle aft detTiatui iiKTcases, average vo%t% in the industr)' de¬ 
crease as additional units are produced, hut these decreasi-s arc* usually 
j{<»on offset hy higher raw material prices, and increased hilior and otlier 
costs. In addition, as already indicated, the psychology of the huycfrs and 
sellers changes and the industry may fed that the time is projiitious for 
un incTcase in prices, not onU' to cover incrc*uj>t*d costs, l)ut also to com- 
pc*jijiate for nasi lossc*s and to aicurnulafe resourc<*x for possible future 
jM^rtixIft of depressi»m. f^uife naturally, however. produccTs of stc^el do 
not care to taife the risk of losing I heir share nf business by an increase 
in prices which inav not lx* fellowed iyv tlieir lonipctitors.^' The natural 
rt?ftult is that (he in«lustr\' is inclined to wait for soim* lursie producer to 
aniiounc'f* higher prices. Hus natural pheuoniennn in (lie rising cycle is 
M>metirrx*s eidli*<i “ptice leadership." Su long as tin- term is useti tt» de- 
scrifx* a nutural pln*nnmeti<in r<"Milting from factors inluTent ift the in- 
diistrv* and involving no ( ollusion or other vi(j|ation of the anti lrnsl laws, 
there is little ohjeetifui to the term. 

In the falling cvcle, aserage eosls increase' as demaiKl and prodnetion 
decrease, aceentiiati^l in part bv the (Ontiimaiicc of high wages wfijch 
have a tendeiiev to lu-tHimr inllt xilile, or in anv <‘vent tr> lag in tlieir ad- 
jtj.stnient to die lower h'vcl ol prorluetion In (he early sta*ges f>l (he (h * 
clirie in tlemaiul, the nxlnstrv, aware ol tlie inflevihilitv of tlu total 
demand for steel and fmed In rising avcragi' costs pi r unit of output, 
iiaturallv is asiuse to tutting prices when the prices they are getting on 
the going business hari'lv etner tlwir costs, rr<»in past expeiit net' the 
iiulustrv is aware that ;»u\ weakeiiiiig of prit't's h ads Imvers to hold oil 
piin'hastng in the expectation that pritx-s will go still lower The n too, the 
sieel prfxluc'er niav lx- optimistic about an imprfnemcnt in general busi¬ 
ness tonditions in (he m ar future, Ihmever. spoiaihV ])ri».e cutting srH>n 
brt'aks out spurred bv tile iiidiMtlual prcKhKer's bo|X* of obtaining an 
additiortal shart' <»( tlic going biisiiu'ss. (^onet'Nsions v>on become gtmeral 
kntnvh'dgt* in the tiade; and wliile, lor a period, sonic* producers inav 
not rare tet compc'lc* on the basis of these comcssioiis. c seutuallv all pro* 
durt‘rs must meet ccunpelition at the going prices. 

Tut bvstve PoiVT MiTifon or yciniM: Dit ivr,hi:n Puiris 

The* basing point ineduHl of cpioting dc'liverc'd price s m die sttx'I in- 
du.slrx ba.s devch^pc'd o\i'r a long jxeriod of vt'ars in res|xmsc to tlie fiin- 
datuental c'coiuunic factors of that mdiistrx. Two autliorities on tlie ero- 
noiiiiis of the steel industry suixinllv point to thi- basic fallacy in the 
rcNcsoniiig of most critics of this prietng melhcKl when ihcv state that 
‘Tnteliigeiit appix'eiatiou of the prisang problem in the stei'l industrv has 
suffered from a failure of must comnu'iitators to distinguish betwwn the 
Imsing |x»int system as a medium or inert' mechanistu lor the traiislatioTi 

" 1>H‘* not apply wImu all capiu itx r»f a particnUi puxln*. I is Kxiktsl siiljmlaiilUlly 
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(if policj' into action and the eiMmomic rcKits of that primary policy it¬ 
self*^* 

KCONOMIC ROOTS OF THE BASING POINT METHOD 

In quotifij; prict^s maiuifacturi'Ts of '<tct*I must tak(‘ critain basic fac¬ 
tors into consideration; (1) The cost of transjxirtiition from steel mill to 
destination may lie substantial in relation to the salue of steel shipixtl. 
(’onsunu'is of steel are interesttrd in Ifu* cost of stivl at the place where 
thev iisi* it. There-forc, m<>.sl eonsninf‘rs want to know the lowest delivertxl 
pricf^ at which they may purchase the steel tliey ret|uire. ^ 2) ("oiisumers 
(jf steel are located in different parts of the ctnintrv' and althou^h more 
steel in.'iv he sold in sonn* sectiotis than in otfu*rs. e ven major markets for 
rlie same steel product mav W m-Hi^^raphitally widespread, i'^) IVoducers 
(ii steel umst locate tlieir plafits at points when* raw materials may be 
eeononiicallv asseinljled. Tfiis eonfim‘s major steel prodiuimi centers to 
a few r»i;rap}ii< al ar<Ms Modern steel inakine tspiipment is larxie and 
(ompKA, it r<‘<|iiires ureat capital investment and is lAtreinidy immobile 
o!i(<' installed. (1) 1 o insure economical and reasonablv stable ojHTa- 
fions. ste» I prodiu ers must sell larije (piantities (»f steel and sine<* eon- 
snmers of croup of ste^’l pr<Miiu ts that mav (‘conomu ally Iw prinlueed 
toge ther mas he locat* il in different areas, the piodnrer must hr able to 
quote prk es at diversified locations. Tht* i vtcnt to whk h he may eci»- 
iininkallv serse different c(»nsumin^ areas will lx* determimaf by the 
most economu al t ombiiiation of assemblv costs of raw matiaials. produo 
tifui e4»sts and tlie cewt of delivering linished st<‘el to important rn»o*ke(s. 
(O) Producers of steed liave lar^e “tix^Hl'’ c<»sts. whieli must Im* riwt rc?* 
eardless iff the mmiber of tons produced so lon^ as om rations aie con¬ 
tinued Altboueh tlie>e protiim rs rrsdi/e that t|»c t<Ma! (juantitv f»f steel 
ceMisuined cannot be ^reatlv infftieiK’ed bv reductions in steel prinA. 
thr'v du know tliat the quotation of a delivered pric^e only slij»bt|v below 
other ipiotcd delivered pri( es mav infftiemv tlu* placement of substantial 
orders with a partimlar pr(Kluc<*r. Since cmiipetition for available* busi¬ 
ness is keen, and particularlv so when low rat(*s of npi-ration make the 
costs Imrdensoine. a kno\vledi;e of tin* level at wbu h efimpetition 
must l>e met in quotinu prices at a definite loialion is valuable in pre¬ 
venting coinfiletelv ilisormiijiz^-d markets that niii;ht prove disastrouiy lo 
the indnstrv. 

The muUtph^ fiasiit" p<»int methiKl of quoting dt liverrd sti^el priee.s is 
A simple prieiin; medium w hicfi lias e volved ov(*t a lonj; {XTickI of time 
to riKvrrt the peculiar characteristics of the st<*el industry. It is an opcm 
price metfuKl of (jiiotm^; delivered prices at diversified IcK.atinns. Such 
op<^n prictrs are similar lo list prict\s which may f>e and arc reduc'cd to 
meet coiri|x?titioii. As a prieintr medium it p<'nnits the consumer to bar¬ 
gain with a number of producers for Ixrth steel and .vervicre al the lowest 

dc ('hazeaii mui Stfiittim, Erorumic* of the Inm and Sf«ri Indujrtfy. by 
DaiighrrtS', d«r Ghu/eaij rfnd StrjiUwi, p 578 (Mi.TirHW'-HiU I!Ui*4c Onnp^anv; Hl’^7). 
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pmsibl<? price and at the point where he needs it. It servesi producers by 
permittin|£ tlw^m to compete in diversified markets to obtaiii the volume 
and even flow <jf orders necessary to economical o|>«*nitions. In essence, 
it provides an orderly merlinin by iTM’aiis oi which cohsuiim'Ts and pro* 
du«*r* of steel may trade to their mutual bent'fit. 

Price Slahiliziitum 

Case fV rHK Sl LFCn tSDl STRY 

Tlie following excerpts are from tlie testimony of Dr. R. H. Mont- 
grmierv, of the I'niversitv of Texas, presented fjeforc the Temporary 
Niitifuial Kcofiomic ( -ommittee on March M, 

I.\ier>in ANf r or Si.cn’rt am> Si i.rrmr Ann 

Dn. MoNiex>Mr:HV: The authortty that I kiujw in this field in the 
Unilt*d States lias made this simple statement, whidi I should like to 
read into the record, jtist one parai'raph. aial serv short: “Sjilfurit acid 
js the mivst hasic «»t all chemical prcMluets 1‘lirrr is seartelv a manufac¬ 
tured product know in the preparation ol winch either of the raw mate- 
rial or in the actual process of makim^ the article sulfuric acid does not 
play a part " 

AtniNt; (aiAiiiMAN Li hin . Will you i|iu»te tlic sourc*’ of that stattmient, 
please? 

Die MoNTfa>vir4iv From 'theodon* J. Kreps’ hook on sulliiric acid:^ 
^'Sulfuric acid, I helieve. is the narrowest and at the same' tinir* mo.sf sital 
iKittle iu*<'k ol modern ituliisti v. 1 ha\e a list heo\ which will he extended 
in the tables just sulmiftted, indurating the im|>ortaiK'e in some* of our 
ba.sic industries.*' 




HVLFt'Rtr Ann \sr»n id t i\ thi; 

sta i ks, 19 ^ 7 . in iNnrsrun s. i\ siioirr ions 
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Pftiiili* and pif;!;nirnt<^ 


Prf roU'UM rf'fititnii: 



2;4n.<K»u 

(.'hi'iimnij* 

KUC'U.ntsi 

Havf»n and rellulo>4<‘ 

aAu.onn 

(%ih 1 |inMlurf> 

VWI,0ilU 

TextiU-s 


lorn nnd 

Tsti/KXil 


400.000 

Otiwr na<udlurica*:d 

. liicnnKi 


s,uo,ono 


Coix^srv (?ii\NTi.Aw\r>; DcKtor. you have S|X)ken of sulfuric acid, and 
wc arc talking; alnnit a sulfur study. Please relate those. 

!>«. M<iN'nx)MfiiY: Over 70 |ht c'cnt of thc^ sulfuric acid of the United 
States is prrHluci*d from natural .sulfur or brim.slonc. Approximately ^S5 

^rSEC nrmm^K, K\rx pp ff. 

^ Et'i^nomics oi tiw Sf4t/tiri<' ricki huiwtiry (Stanford, tlttlifortiia Stanford UnJ- 
vei-s^ih Pri'M. 
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per cent of atl erf the sulfur produced in the Uniteel States is used in the 
manufacture of sulfuric acid. 

Acting CriAiRMAN Lubin; Do vou have any fipu-es sliowtng the* trend 
of production of sulfuric acid fnnn various Mnut,ejt, namely, wlu'ther or 
not more or less of sulfuric acid is lK‘ing prcKluced from sulfur dirc*ct? 

Db, Montc;<>mii*ry: Ves. The h'rtiiiztT industry tmik approximately 
2,(XK).(X)() tons of sulfuric acid in 19^17; |X‘lnileum refining, L200,0(K}; 
clumiicals, owr 1,<XKI.(KX) tons; ctwl prialncts, iron and stc*!*!, metalturgi* 
cal. [laiiits aiul piy[irK:nts each tinA (»ver 5lM).(KlO tons. There are many 
others iiicliKliiii; the refinini; of gasoline, the manufacture of rayon, of 
cellulose film, most c^>tt<Mi texldes, e\j»hxsivcs. which iist‘ larj^e amounts^ 
usualK Vietween KKl.OOf) and SOO.tXXi t(»ris per year. 

Sulfuric add. and hack (^f that brimstone, is probably the m<»sf vital 
siie^le Tiiili*ar\ pnxluct. or product to In* used in uai (or war puqK*ses, 
Kverv jiound /)f smokeless powder manufactured re<piirc\s pounds of 
sulluru' acid, every pound oi TN1* retpiires 2.2 jKumds ol the acid, and 
evr-rv [lotind of picric acid rc<|inres b.5 pounds cjl sulfuric acirb 

rui (aiMuscsN llavi' vou ti stified a.s to lam this sulfur is used. Dr. 
\l(>nti»;< utierv " 

J)iv NtoMcoMiio : I ha\(‘. I entered an evhibit showinv* the entire, at 
least the major u.m s. 

I’hk (.HsiuMAx; Is it used in its raw state:' It has t4» he transposed into 
atad first, 

I h<. \loM<.<jNn:ii\ : I believe* it is rievt r use<l in its raw state Alwuit 
'S5 per tent of it is used as sulfurii acitl. The other in various minor u?m*.s 
such .IS for luediciual purpf>ses. fuit sci far as the sulfur tompanies an* 
ccajcerncd the sulfur is sold as it tmrtes out of the l^rouiHl; uo protessing 
wliatt‘\er is involved to the sulfur et)inpanv. 

1‘hk (: But .so fit! as its conuncicial use is etinct rnetl, the 
.sulfur conleiif of commoditit.'S which ari* put upini the ^euf'ral market is 
coTuparativ civ small, is it nc*lV 

Dn. \1nMT;<.>Mr:HV: It depends on the commodity. 

Thk (.ilaikm.\n: We will take fertili/er, for t-xainpie. 

Dti. MoviGONfurv; In the case of Mi|>crphosphat< fertilizer almosft 50 
|ier cent of it is sulfuric acid. Tf> J.(XI0 {xaiiuls of pho.spliate rork is added 
^XM) pounds of suituric acid, and then a few minor faitors, water, for 
instance, about 10 |xiunds, to make a ton of ferlili/er. Now in some otVier 
cast's, for instaiu.'C in the productitm of ,ste<‘l and in the prtMiuction of 
t^a.soline and in the produttimi of cellulose film, much smaller amounts 
fff sulfur are used. 

Thk CHAmviAv; Have you aiiv idea as to wkit ceneralizatiou cotild 
l>e made witli resp'Ct to the over-all of sulfur? 

Dr. Monti;omkbv; Well. Senator. 1 do not Ix'lieve any such average 
could lx* made at all. bt^cause certainly it would run from almost 50 per 
ctmt in the case of superphosphate fertili»f*r to almost /cro in «Jther cases. 

OiujNti.. CiiAVTLA.vD: While in fertilizer the sulfuric acid is 50 per 
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CCTit. or l.OCKI potindfi of pliospIuiU? rock to 900 pounds of fulfiiric acii 
how n% U» thr msitter of tosts of the two, the r<x.k and tlx* sulfuric acul? 

f>it MoNTOf*M»:HV: Of coursc\ phosphijti' rock is very, xerv cheap, if 
stated ifi tiTins of tonnage, as contrasted with sulfuric acid. 

OnxiNti. CfiA.vn.AM): So that hi the superphosphate fertilizer the sul- 
furh' acid is a hii^ element of **ost? 

I>«. Movicomkwv: It is so far as the materials qoiii^ into the fiTtilizer 
are concTmed; it is hv far the most iriifxirtant. For iustiiuce. the phos- 
plxtte rock sold on an axeram* last veur at $i.2S pe r ton. 


Soi'iw Ks, Fiwijn;( "rui\, and NIkthoiis <h PiumrciNc. Si rn u 

Tilt: (jiAiitMAN. VV'hat are tlx* sourc’es ol tht‘ production of sulfur in 
its natural slate? 

1)h. MoMcovff.KV: 'rhiTC an* primarily. throiiLdiout the past 40 years, 
two sources, one of them the Sicilian sulfur mines, \shcre sulfur is mined 
very much as coal or inm is mined in this <^»nntrx . and rleposits al<»n^ 
the (hilf owi-st in Texas and Louistana. where tlte sulfur is mined h\ the 
Frasch priKrss. which I shall dtvsrTibe in just a moment. 

Now, to aTiswer your (jiiestion as to the source f»i American profliic- 
tion, all of that comes from two States. lexas and Lotiisiana. 

Tin: CJuAmMAN: What is the «‘vtent of the deposits, the ph\ sical de- 
po.sits? 

Dn, MoNT(a)Str;aY; I'hat is very diffienlt answer. Sulfur is fomul in 
its natural slate in comieition with what we know as tie* salt domes. 
Tht*r<* seem to he some fit) or 7(f of tlio.se on the (inlf (ioast How many r)f 
them Cfint.un sulfur in i*<»njmf*ri iai »|naiitities is not known at pre.senf. At 
present there aie only h plants pro<liu’inji^ sulfur 

1'he Fr.tsch pn»c« ss, patt*nted hv Mr. Herman Frasch, a iheinist for 
the Standard Oil Co. ju iuvoKes tfie forcing snju*rheated steam, 

steam at appro\imiitt*)v 220 ami niiiler trememhais pressure, approxi- 
inatelv 0 atnuwpherrs, into an ineit depf^sit of natural sulfur or hrim- 
Sttme. Tfie .sulfur in melted and then is pnmpt'd out of th<‘ ground in a 
liipikl form. The pnwess was not iminediateiv put into use when ilis- 
covered hy Mr. Fru.Si:h lieeanse of the difhculty <,d securing fuel for heat¬ 
ing water ami txjHTiiting pumps 

In lf)02 tile discovery of oil at Spindle Top, Tex., near the then known 
sulfur dcfKisil, gave him a cheap fuel. In U)(>v^ the rnion Sulphur ('o. 
was reorgaiii/<Hl to exploit lliat depisit. using the Frasch pnK-ess, using 
crude oil as its fuel, 

I?util Union Sulphur Cai. pnxiuced .S5v000 tons. The next year 

2<KHXK) tons were produced, Hv 19(IS alxnit MDO.fKX) tons per year were 
prixfuc-tHl by that one com|>any. and their prixluction stayefi at approxi¬ 
mately that figure, stanelimes g«ung as high as l.lXXI.OfX) tons ptT vear, 
until the ilome xvas exhausted in 1924. 
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In 1906 thff Anglo’Sidlian mcim^ioly beoanio Ir^-imnKltMjslv <*xrJti:*d 
abi>t»t this new proce^ss of producing .sulfur. 

Tuk CnAiia«AN: Were the dej)i»sits in Sicily concentrated as they are 
ill the Ihiited Slates? 

D«. Montwimkhv: Not by at»y means, Senatni. juul the Frasch prCK> 
ess cannot be employed in Sicily at all on their dejxisits. The use of this 
pn>ces.s is determined by certain physical characteristics of the deposits. 
All of the kncrn'ii de|>osits which have lun* e\ploitt‘d hy this nietlMKl 
have lK‘t‘n iK'tween 4<K) and l.-UX) feet under the surfatv of the ground. 
In the (uilf coast area the .sulfur deposit lieing found is a (mrons lime- 
st(»ne rock ff»rination with an overlay of several hiindrt*d feel of wluit we 
call sea mud. FsM'ntially in using this prcK'ess the surrounding ground 
must cfillapse the rock structure in order to |H‘nnit the extraction of the 
melted sulfur in licmid fonn. 

In UKfT) (he Italian Clovernnient sent u coininission to liOuisiana to 
^t^Kiv the piocess of (‘xtraction. That eommission u'ported that Union 
Sulphur Cio could sup|)I\ the* Aineru an market at a cost of approximately 
U> lire |)ef long ti>n or ahont $7.72. In lfXK> the Italian (fOverimu»nt or¬ 
ganized a nmsor/i(> a pool of all the sulluT prodiu^-is in Sicilv. and tlie 
next v<'ar ah agrt-ement was made hv it with I'liion SMl]dmr Co , known 
as tht‘ ( .onsortiurn of 1.907. 


Ih tween this Sicilian trust an<l the riuon Sulphur an agreement as to 
European and Amerie.in markets was iiuule earlv in HfOT, 

The suhslatK'e (»f tliat contract is that tlie Kx])ort Corporation was 
given the North American market with the outlying islamls and 50 jHrr 
cent of the FurojX*an market. TVie price at which sulfur wav to he sold in 
tfie Kuropean market wav determined by agreement Ik’tween ('.onsor/Jo 
and the (iorporation. 

Tut. ('maiivmav; Crider the Webb Pomerene K\p«irt Trade Act? 

Dk. MoNKaiMKiiY. Yes. 


Tin: CiiAiKMXN: Of course, the Welib-Poincrene Act was a .statute 
passf‘d by (Congress which in effect rcjK’aled the antitrust law so far as 
foreign trade is cmicxTiied. In other words, cxirporalions or p<’rsons were 
given the authoritv to make combinations in restraint of trade so far as 
export trade was conc'eriied. 

CoLONKL CJha\ti.amj: It was a ipiestiim of meeting vvVmt tlw'v called 
the foreign cartels, wliere the Cinverniiif’rit did back them up. and the 
plea Was tlmt we <^)iildirt do much against them unless wc did soinetbing 
of thiit sort. 

Dr. MovTr;oMEnv; From 1906 until 1915. the original Frasch patents 
apparently prohibited or jrreveiited any other c^fiinpany from entering 
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the fiehl. The Freeport Sulphur Co, was organized in 1908, The Union 
Sufphfir (Zo. imnicfdtately sued for infringement of [patent, lliat suit was 
ultiimtely divided in 1919, nt which time all of the patents were de* 
dared null and void by the Federal circuit court. Judge Buffington $ de- 
dsi<m, in the* Hiiladdphia circuit. 

In I9iti the Frtrti'port Sulphur Co. Wgan to produci^ Within 2 or 3 
years it was jircKiiicing approximately half a million tons f)er year, a large 
i*mKigh volume to furnish real eom[w*tition for Union in the Anw'rican 
market. However, the war creatwl a trcuneiidfuis demand for sulfur, llie 
use of sulfuric acid in the manufacture of eicpiosives increased from ap- 
proxfiiiatelv 150,(X)0 tons pre-war to 2,700.(KX) in 1 year, 1918. The War 
imiiistries Board and the military authorities becariH* inttTf?.s1ed in 1917 
for fear we wiruldn't have an adcMpiate supply f>f siilftirie acid for war 
purpi}.s(*s. In 1918 they allocated the uses of sulfur, re<|uiring both com¬ 
panies to ki*ep at least half a iniDifin toies of sulfur above groutid at their 
mines. In 1918 the 'Fexas Culf Sulphur (>> was organi/.ed and in 1919 
In^gan prcHluction at Bryan Moiintl. which is one of lhc‘ richest dc*posits 
tliat has Iwen discxnered up to IIh* jiresent time. 

Sin.Firn Piu< ks 

Dh. MoN‘n;o\twiY; At the eml of the war America s cupacity to pro¬ 
duce had lH*en trebled The rlepression, the slight depression of J9I9 and 
the largeT *le[>rr,ssion of 192(^-21, w*ducecl the demand for sulfur liy more 
than 50 per cent. 

Apparently a prkx* war ilevelojied for approximate ly 1 year. The price 
of sulfur was reifnct'd from $22 a ton, f.o.b. the mines, where it had Iktii 
set bv the War Industries Itoiircl in 1918. to $lb.50 a ton. th<‘n $14.50, 
thim $12.50 per ton In that situation in 1922 the Sulphur Export Cor- 
|M>ration was formed by the three companies tiien eugagtHl in prcidueing 
sulfur. Union Sulphur Or. of l^niisiana; tln^ Texas Gulf Suipliur Co., of 
Texas; ami the Kre<*|iort Sulphur Cak, of Texas. 

In 1924 Union Sulphur <juit prcxluciiig. h.ixlng exhau.stid their de¬ 
posits, but having a treineutlnns invi*nlor\ of sulfur above ground exm- 
tiniied tc» ship until 1928, at which time Union w'ithilrew from the pro¬ 
duction of sulfur iiiul iniin the Sulphur Export Corporation, selling its 
stiKrk in the Sulphur Export Cor|)oratu)ii to the olhcrr tw'o companies on 
a 5(M)0 l)asis. 

C^oroNn. CMANTi.ANro W'hat iximnanies w'ere those? 

Dh. Vh^MxatstiHY; Frei’port SulptHir Co, and the Texas Gulf Sulphur 
Co., tin* two exunpunies agrtM’ing t<» divide export business in the ratio 
of 50-59, w here it has remaiinxl w ith minor except ions to the prcMmt 
time, 

lf>24 FitH^IjMirt Sulphur C'o. and Texas Gulf Sulphur <a>. have 
pixHlumi on an average oxer \H |H’r cent oi the total prtKluclion in llw 
United States, 
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Mw. Balulncer: WTiat bapp^mnl to the price of sulfur at tVw' time this 
ccjrpuration was lornKHJ; i tTK*ait, this ex|K>rt uj^ret^meiit was entered into? 

!)r. MovT(X)V!Kky; TIk' price of sulfur, w'hich Inul de^'lined very 
sharply, was rai<XMi to approxiiuately SIS per Ion l.o.b. the mines, and 
it has rcniaiiiffd at approximately that fiutire—at exiuily that figure—for 
some 10 y<*ars down to the pr<*sent tiine, 
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( OLOM j. (.11 s\ iLANO; Yful mcau lor fh»* prune liiade. 'I here have been 
re(liu'ti<nis tor oli-rolnr and oil-eradr stdiiir. 

M»e IVxiMNcaar. Von mean SIS a ton for ^nlfnr sold doiiiifstically in 
tii(/ I riited Slates'*' 

l>H Mn\T(a»\fi;ffV; Yes. 

Mn. Bmj JIow abtiut the price of snlfnr sold abioiol? 

I)n. Mon n.osu in ; It has Iwen h^^tired apparently on ll»e ]nic(" of SIS 
per ton f.o.b. tlie mines plus Irc-i^bt, insnrarM e. and olliei costs of ship- 
oK'nt. 

I shonld ]ik<* to amend tliat stateim irt in this wa\ 0 miiilit be Iretter 
to sav tliat the cvj>i»rt phie of .snlfnr lues be<'n set, as it has. by agreement 
vvitli tlu' Sicilian producers. 

{Dr. Luhiu riswmer/ fhr C fuiir) 

AfTiNT. (JiAJKMAN Ij'Riv; Voii saul a niiinite ajio that under the agree¬ 
ment with die Sicilian prcKhurrs, the markets of thf- world hav#» been 
all(»cated betvvr»en the AnuTK^iin export uronp anti th*' Sicilian prcKliurrs; 
which means m elfect, then, tfiat this exjKirt pric** is appikahle tmly in 
those limited markc'ts. natnelv tin* North Aim*rKtin cofitinent and tt*rtttin 
islands (^rnfignou.s t(» the continent. 

Dr. \fovn-OMKKV, Vrn mean that $IS jkt ton f.o,b. the iriine? Yes. 
‘TTie prices to foreign markets are. of eoiirw, affected by distance, 
diffictilty of sliipim nt, and llungs of that .sort, 

Actint, (jiairman Lchin: Under this agreement we liave no foreign 
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markets, I understocHl you to say the territory has lK>en divided in such a 
way tiwt tlic Arnerk-aii prwJucers have only tlie North American Con¬ 
tinent and c'4>rtairi contiguous islands. 

Dh. M<)NTfx>Mi!;KY; Not at all. We have supplied approxiinjitely 75 
per cent of the world market outside of the North American continent. 
The North Ainerican Continent and the mitlying isIuikIh are retained for 
the American producers rxc'lusively. and most of the time. 1 In^lieve with 
the exeeplioii of 1 year, the Italian market has been retained by the Sicil¬ 
ian pOKlmrers, hut the re.st of the world fiiarket has Iw-i n (livitled with 
the AruericaJi pi<Kliittrrs supplying some 75 jht c«‘iit of tlie world market. 

1>H. MfkN’KajMK.MV: III lUldition there has lx‘en devt'loped within the.' 
jxist 10 years a new process for extracting ravx* sulfur from pyrites. The 
patents on that process wiTe obtained by a \orwi i»ian company. For the 
past 5 years tlu* Suljihiir E.^port C'orpiration ol the I'liited States has 
allotted to the Nmwegian company, Orkla Griihe, A.Ii., usually referred 
to as Orkla, a|>pro\imati'ly 70,000 tons per year of its part of export or 
worldururket -sulfur. 

AniNt; (ifi.sui.MAS Lciiin: May I interrupt at that point? Is that sulfur 
In'ing produced und<‘r Norwegian patents being produced in tlie I nited 
Stales? 

1>«. MoMiaiMcnv; Not at all, 'flu* Texas Gulf Sulphur Co. hoUIs tlie 
patent on that process for tlic Unitt*<l States, ami I Iw'lieve for tfie whole 
VVcslern Ih'inispheie. 'I lie Texas Codf Sulphur Co. has seemed options 
on and leases on deposits from which sulfur may he produced, or wliich 
they think sulfur nuiy he prodiicetl in both Nt‘wfotmdlaful and Peru, I 
assume from that that they Imld the putent.s on the proc'css for the entin^ 
W'e«tern 1 femisphere. 

lly this cruitract with Orkla, Orkla i.s oflectively pn‘\c*nted from either 
expanding its own production or leasing patent rights to anvonc else in 
the world outside of the Western Hemisphere. 

Acrnxc; CitAmsi.AN I.rmN: This pro|H>rtion of the tuitput that has In^eu 
allcKratetl to Orkla, where is it being produced? 

Dh. MosnarMKHY: hi Norway, and the allrK'atiou specifies that the 
sulfur is to Iw' sold only in Scandinavia and Einlaiid hv Orkla. 

Mn. lixii iNOFn; Doctor, I would like to go hack a lilth- hit to the pic¬ 
ture )ou have l.KM'n drawing here for the eommillee. I’ollowing a rather 
\igorous jirice war in llu^ sulfur industry, the amipanies entered into this 
exfKirt agre<‘menl? 

Da. MtivitaiMusv. That is eorrc^ct. 

Mu, BAi.ijNia.n: And then the price of doine.stic sulfur was imnu‘di- 
alely ruisetl— 

Dit MoNYtxivirjiY (inrery^ewng): Tiuit Is twrtxrt. 

Mr. BaujnC 4:«; And it .sIikh! slatiomiry for how many years? 

l>tt. MoNTt'.oxn:HY, Actnirding U) mv rt*txirds. for the past 17 vears it 
has varied slightly for about 2 of those* 17 years, b<‘ing from 1926 down to 
OcIoIht l9iikS. Tlie pri<;e rcmaiuetl absolutely stationary at $IS [>rr ton 
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except for 2 years. In ont» of those years die price varied by 3 cents per 
tun iToin $18; in the other year it varied by 2 cents pt^r ton. 

M«. Davis: WVIK now, you statni that tliere has lieen a break in the 
price, or a sharp decline. Wliat was the extent of that dcH'line. and in 
what year did it omir? 

Dn. MoNrtxjMEHv: Ju 1919 the price decliiaxl the uxera^e prk'«% for 
the lH‘st j^rade ol sulfur, at the mimv alniut $ 2 . 3(1 |>er ton. 

Oii-OMX CiiAvn-AM): Die war pri(:e luul l>«‘eit wliat? 

1>H. MoN’TfUiMiHY: 1 wenty-two dollars ]>cr ton. In 1925 the prkv 
aj^ain declined by apprnxiinatelv $2.50 per tun. 

Mb. Davis: IXahned from what prk'C.-^ 

Div ,M<»nti;omfmy: Fn»m $!h per Ion f.n.h, the mine. 

Mb. Dxvis: U'ell. now, that was snhst'fjueiit tn the approval of the 
oriiiina! export trade ai^reemeiit. was it not? 

Dh Movioosnan ; Yt*s; it was, 

Mb. Dwis. 'I'o svkat dt> v<»n attriinite tlnil de<line in l't25. if yon Imse 
nio kimw]e<lee or infonnatiofiy 

Dh. Momx.omeio ; I do »u>t have know Inline from whieh I l onid state 
posit is ely at all. 

Mil l).v\is. Well, now', when yon refer to the price at the mine in dif* 
feo Tjt vtMFs mentioned, do von refer to tin price to em n'hody. mehuh 
inii American huyei s as well as loreiiTn buyers? 

Dll. MoMcaiMKin; Wlic'thei fore!i:^n hnveis ^et iheii sulfur at $IS 
f.o h. the mim* or not is impossible to state from the rect>rds The {irii.'t*, 
ho\vev(‘!'. does apfilv to their first c|nality of snlfm, the true vellow*. jmre 
sulfur, to all .\merican hovers, regardless, appareiilK, of cpiaiitity or dis¬ 
tant e from flu* mine. 

Mu. Trreiae Dave we ever iinportc*d anv snlfni? 

Du. MoMtaivuBY; We imported apjrroximattlv om tiurd of world 
production until the opemni: of the I'nion Sulphur i n s mine in laiuisi' 
ana \\v were, at tJiat tim<‘ im[K»rtinj; appioximatelv mu' tfnrd of tfie total 
Sicilian production. Since Jfjilfi t»ur sulfur im|)orfs droppeil. of t'mirst*. 
immc'diatelv, to zero, or almost wro. where thev liavi* rf^maint'd rlurmj^ 
the past '12 \ ears. 

Mu, Trri'KH: In tliis priee war of 1921 tlir ie wasn't anv' problem of 
conifietition from aliroad? 

I.>K. MoNTr;o.\fij»Y: None whatever, so far as onr» tan tell from the 
rtjcords. 


Mr, Bi,Aisnt:iJ.: .\s I understand it, there vvas a date shortly after the 
war when there was a ,severt» prk<‘ war in the industry. 

Dr. Movix;omkby; Yes. 

Mb. BtAisj>f:ij,; At that tirm* an a^retrment was made with the foreipi 
product’is W'hich had the idfec-t of stahili/in^ tin* price. 

Dr. MovTGc»Miaiy: Ye.s; in my opinion, tluit i.s entirely 

Mr. Bi^tSDELL: In 1923 again a similar situation arose in .spite of the 
agreement. 
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I)n. M«NTfX>MO»Y: Yes. 

Mil. A new ai^reement wnas thcfii entered into which had 

estseritially the same effect at ri^cstablishing r»ew terms of agreement. 

f>it. Monto>mki«y: So far as I know', thc*re was no new" agreement 
made in lf)25 either Ix'lween the Sulphur Export Cor|X>ration and the 
Sicitiun producers or between the pniiJiuMTS in this anintry. I consiif- 
(juently cannot state as of iny own knowledge the reason for the stability" 
of pri<‘<*s from 192*') to t!ie present lime. For some reascm. the price of 
sulfur after that break hi '25 became absolutely statiouarv'. According to 
the report nu<lr by the Y'exas Gulf Stilpliur Go. to the Federal Trade 
("ommissioii on their request, during this investigation it has not varied 
a penny .since '2fi. 

Mr. Davis: Dr. Montgoinerv'. how long did the variation in prices in 
1925 continue? 

Dr. MciMtaiMKHY: Appaientiv for 1 year only. During 1 yerar the 
brc'^ak w'as great enough to pull the average for that year ilow'ii by some 
$2 50 per ton. 

Miv Davis: Do vimi not think that there was a natural fluctuation more 
nr less follow'ing ifie World War of prices in tlii.s industry, just as there 
was in nearly all industries—iKX'Oining readjusted frcnn war priet‘s to a 
peacetime* basts? 

Dw. MoN'n;oMKRV: Yes; ci^rtainly: plus tin* fact that this irulustry, Iw*- 
cause of the entrana* of a new company. Texas Ciulf Sulphur (Jo., w'ith 
the largirst plant in the industry, with tin* largest plant the iiulustrx' had 
ever known, plus the f«icf that the Frivjxirt Sulphur (V). had tiutre than 
donbled its production bv opming a new mine. ga\'e us a trebleii pro- 
diiclitin ol .sulfur :is against pre-war years, That plus the Inishif^ss de¬ 
pression of 1929. 21, and the slight o'cessiou of '25 may be entirelv re- 
.sponsible for the brtnik in price which is italicated. 

On the other fiaud, it iniglit U' jK»iiiteti out that the business depres¬ 
sion frtau l92iJ down to 1930 has not, luul that effect. Tfit- price of sulfur 
Iw.s not been depres.sed during the past 10 vears. 

Mh. Davi.s; Has it varied any during the past 10 vears'^ 

!>«. M«>vnaii.MH<Y: N4»ue vvhatstx'ver excepl 3 cents apparently 1 vear 
and 2 cents 1 year. 

(an.oM;i. (.'nAvn.ANu; Up to what time. 

Dh, MoN'Tooxtvjiv: Up to Ottoh«»r HAS, 


(aivirKiiNc Pnorniri'S 

Oh.omj, GnAN n,AM>: Will the chairman ht*ar with me while 1 bring 
out otU‘ (itlu r |>oint that 1 think will Ih^ infi^rinative to the committee? 
Tliat is this, Pvrite sulfur is .s|Kikeu of soinetimes as com|>etitive. \V9I1 
you pxprt'ss a judgment as to when, at w'hat price lev^el, it lu>corn€*s com¬ 
petitive, and as to the mutter of sxiuntries producing enough pvrites? 

Dr. \tovita»MERY; Sulfuric acid is produc<"d from three, hnsically 
three, sources: The brimstmu' or raw* .sulfur, which act^vunts for approxi¬ 
mately TO [R'f t'eul of tlie pyrites, iron pyrites usually, from w^hich 
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15 to 20 per cent of tht* total—f im^aii within the United State#—^is pm* 
duced; and 10 to 15 per cent prcxlucct! from mining oyM^ratious in /inc 
and coppcT. The prict! rigidity in pyrites paralU^s exactly the price rigid¬ 
ity in snlfnr. In other words, during those 12 years in which there is m 
variation in pricx' of sulfur there is no variation in tin- priiv of pyrites. 
IVrites have to lx* approximately 12 ecuts per unit, a unit I believe is 
22.4 fKiuixis of 48 to 52 per C'^'iit sulfur pyrites, to coimx4e with sulfur at 
$18 per ton in the manufacture of sulfuric acid. A price of $18 jxr ton 
for sulfur f.o.b. the mines is ef|ui\iilcut in coinpctitivt* terms to a price of 
appnjximately J'2 cents per unit for pyrites. Thi.s relatiouship in prices hits 
maintained for many years, just how low the price* of sulfur would 
hav^‘ to he to induc(‘ the acid piodiu'trs to change owr from pyrites to 
sulfur ! do not knou. 1 sliould tliink it \v4»nld be more amirate to say 
tliat tlie price of p\ rites is deterinim*d l)v thi prue of suHnr 


Cost Of' lh«»m ( i\e Sci Krit 

Dll. MfiN'n;4»Mi Hv I was asked earlier about the cost of produc'ing 
sulfur m tin* I'nitiuJ States under the Frass li pioca ss In IVUT. the Ked<*ral 
Tradt' < .oinmission mad»‘ two studies on cost of |UfKluctiou 'Vettirdirig to 


Kxhihit 3 


St 

fJMHH (OS'I 

Of P 101 I 6 ( 

TION 


r.-t 

tr>jf 

! rvj'tn 


■*>. i-ri UT 






t .»4Ck. m*"* 




S7 72 

i?n7 

f»». 1 1 


71 

ni'jT 

i» 07 



Iti’Jn 

:>7i 




r, 'IS 

$/r ?7 


]!*:«> 

f i 70 

.• / f 



0.17 

7 ;, 



(i 

0 1 i 



Tj f V 1 



JW4 

0 ;.l 

7> .yj 




VI 



."i 77 

:i 4;t 


m7 


IS 



their studv it was then costing Freeport Sulphui (a>.. $6.1.5 ptT ton; and 
Union Sulphur Co.. S5.71 jH-r ton. In 1927 and 192S. FrecfMirt Sulphur 
(a>. refxirted to MihkIv’s Manual that their costs of pnabu tion wctc $6.07 
and $5.71 per ton. In their annual balance sheets, as rejvirted in MthmIv’s 
M anual. Imlh F*ree{x>rt and Texa.s Chjif from lff2^) to 193S have tarried 
their inventory of sulfur above ground “at cost.” 1 have divkied this fig¬ 
ure by the c<.im[>anies’ report.s of ifx'ir sulfur inventory' as of l>ecc-mlxT 
51 for c^ach <rf the 10 years. According to tins computation Free|Mrrt Sul¬ 
phur Co.\s costs have varied from SS.fMl to $6,79» a 10-year average of 
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$6»13 per ton, Tf?xa 5 Culf SulphtMta cf^sts have varit^d by this computa¬ 
tion from $5.1^ p<^r ton in 19^)7 to $b.22 |kt Ion in for a l^yc^ar 

avrra^t^ of $5.fM p*r tern. In my opinion tlicso represent the Ixjst figures 
Wf‘ ha\ e as ailahle on east of pnKltK^tion. 

i^UKsmoN 

1, What factors arx*oniit<‘<l for the priic |K)licies of the sulfur industry in 
tlu" years precexlitig 1938? 

Cmr JV-. 5 . I\!)I STHI \J. PRtCISC POIJCIES IS PEHIODS OF 
I t l.L ESfPLOYMKSr 

At the Ki-oiioniic Institute on Pricint» Pro1>Ieins juhI tiu* Stabilr/a- 
lion of IVosperitv, toucliicteel hv (he (.‘haiulMM of (Commerce of the 
I'nited States in Washington, 13.( .\. i)ii Seplixnber IS. b>t7. 13r. Iv S. 
Mason, of ilarvani l'fH\ersit\, sp)kt» on pricing policies of large 
iiulnstrial companies. Kxcerpts from his address, entitled "(lompeti* 
lion, Price I’olicy, an<l Iligh-Levei Stability/’ follow/ 

It should ref|uirt‘ no e.Ktend<^tl argiuueut to deiinmslrate. uoi statistit al 
material l(i illiistiate, the fael that the prices of iitdnstri.d prodocls are 
reliitivelv stal»K\ This is, of course, as triie of the downswing of the cycle 
us it is of the upswing. Here we are concenied with th«‘ belia\ ior i)f prices 
in the pre.s<-iil [X'riod of more tfian full t*inployment. It is not the 
of inui and steel, |)etroleuiii produets, heavv chemicals, ahmnnuin, glass 
other items jirodmeil in tfie highly c*(»ricTntrated industrial setlors of 
the i‘eouomv fliaf have led tfte wav in the present upswing of prices fiut 
rather grains. p<»ulliy aial dairy produets, tr vtile fabrics, lumber and 
irtlrer items jirrahwed in vs bat we arc acrustnmed to call competitive 
markets. It is n<^t the price's of motor cars as sold bv fla* “big tliiet'”' that 
have .soared out ot sight but ratb*-r the prices ol sir-c'iilled u.stxi cars sold 
on inon‘ crompetitive iiuikets. And when the output of the* concentrated 
industries lias risen m [iric*' tfie cauvi- of the rise in prict* is. as lik<‘I\ res 
not. to Ik' toimd in substantial wage* rale increases. 


\t>w whv is it that tin* prict^s of gtiods in tlu' heavily c‘oncrTitriitc*d 
industrial sec‘tor of tlu* c'conomy arc* relatively .stabli* or ioHevible both 
in the upswing and the ilownswing ot the cycdi'? It would In* iin|K>ssibie 
to iiiis\vf*r tins ((urstion m sictisfactoiy fashion without examining the 
jrtructiire of partiailar industrial inarki*ts but there are certain charaet«*r- 
istics common to all or most of the iiuhistries here under considerations 
(Iwt go far tow'urd evplaining this phenomenon. Among these character¬ 
istic’s i should consider the following to have s|R*cial imjx^rtancc*: the 
lendenev of vitrtable exists p*r unit of cnitput to l>e stal>lc w'ilh resptx't 
to changes in the volume of cnitput: the existence of fx>$.sif>iliti>s of c*x- 
{ratnling sales through advertising or prcHluet changes without rvsort to 
pritx' inducements; price policies whiclli of necessity take acixmut of tlie 

* i%r|iioKlui'ts.I liy {lenntsiiion. 




PRICING AND PRICE POLICIES 


ai5 


probable price reaction of riv al finm; a traditional concern with anti-tni$t 
|ioltcy which forms jjait of the peculiar sensitiveness of large finns to 
adverse public reaction. 

If yon will pt^rmit this oversimplifiealion. what we may think of as a 
tvptcai industrial market situation is one iri vvhicii thr**e or four large 
Arms account for a high |x?rcentage of the total sjiles of (he industry, in 
which tliosc Anns enjoy some substantial oppirliinity to use non price 
iOfn|>«*titive t>rchiiitpn»s, a situation in which they typically reganl their 
variuhle costs as amstuit with resjKvt to <nitput and finally a situation in 
w hicl» the firms are sensitis e to the p<»ssjbilit\ (»f adverse public and legal 
»K tion. In markets of this sort there is a strong teitdency toward stability 
o} priies over tb<‘ cycle. 

By way <«f contrast, in agriculture, in many branehcs of the textile in* 
<itislrv. hiiiiher and t*I*a*\vher«' the canrse of events during a cyclical up- 
swirig to be ab(»ut ds follows: an increase in demand leads to an 

lurrcase in price winch is almost iinmediatt* unless stocks are nnnsiially 
large The incieas<* in prices is followc^d hv an increas** in output hut at 
fosts whii h srM)u l>egin to rise. (>»s1s rise both Ijecaiisi’ c»f u resort to 
iiiglier cost s<»urces to .su]>plv ami lx*cimsi‘ iugher pricr*s have tt> in* jvaid 
to attract resoun-es iiuluding labor nitr? tlie industries in ipiestiou. Tbr 
st'tpience cif esents sf'cms to run Irom ^leniantl to prk'cs to tnists, 7’his 
se «|uenct' is well illustrated by the lelatinnship U*tween these varrablcs 
in e<»rnpetttive fields of enterpriM' during the war. 

In the ariNi of liirg<*-scale ent<*rpriNc, liowevr»f. the serjuencx* of c'o.st- 
pricf* relationships ap[aeiirs to run in tin* otliei diret titm. An iucrea.se* in 
demand will hr fol]owe<l b\ an iiKTcasc ot outjuit accompanied by im, 
oi a \t'TV small. [>ncf‘ increase. 7'his situation may |K*rsist lor an iiicre*ase 
tliat {‘arries output m‘arlv tt» capiKi'ty o|w»rati(ms depending largely on 
svhaf happens to material prkfs or to wage rates, Jn I hi' abM‘iu e of sub¬ 
stantial rfuinges in material prite.s or wage rates sariahh* costs jh‘T unit 
o| output remain constant nr rise very slowlv, and sitiee ovt^rluMd is 
sprciul over an increased volume average* costs de< reast* and [uofit.s in¬ 
crease markedly. Under these cinaunstanees tin* impetus to u price in¬ 
crease .st*eins niatniv to c'ome from the costv side, i.e . fr<»m an imTcase 
in material pric es or wage rates. The increase in inat(*ria) prices, in turt). 
is likely to Ik* significant dcjXMiding on whether tln .vi^ materials are pro¬ 
duced under ctimjK^titive conditions or in tin* largr- enterprise* s<;*<.ior of 
the cx'onomv. 


In the rnarkets now under discussion there is one or a small rmmh<fr 
of firms cnich .so large, ndative to the total uuuket. that a variation in its 
volume of sales will have pri«* effects that must Im* taken into account. 
How they are taken into account txmstihitcs the ttire of what is truji- 
toiriarily c!a]led pritx^ |K>)ic*y*. 

To fiave a price poh'c*y implies tliat the price at wluch a firm scdls is 
not determined exclusively by market forex^ outside its owm control, The 
jxxssible courses of action open to tlw? finn confronted by this situation 
are numerous. Recognizing that, undf^r existing cemditions, increased 
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volume^ can iK>t oUairted cxt'cpt by priccf rcxluctions. tlu- tinn may 
trv to citungi* finest' conditions by incrii-asing advertising exfienditures. 
liw* firm may also attempt to increase sales without reducing prices by 
one or fnore of a large category ol possible w)nn»c\s of action that arc 
usuiilly dcseril>ed as lanepnce competition. Ilu? tenn price jwlicy, as I 
am using it here, eirdiraces the wimie range of ilc‘\ ice.s by means of which 
the firm attempts to inHiicnce its volnrm* of sales within the Hrnits of the 
basic dfunand and cost coitdititiifs which lk‘ outside' its coiitml. 

Evf'ii if it is im|)osNihIe tf> influence sales without resort to price 
changes it by no means follovs^s that price changes will be made. In 
markets dominated by a small nitmlxT of sellers any giv«*n firm. lx*fore 
changing its price, will liave to take account of Iiow its competitors are 
likely to react to this price change. If a price cut is met by rivals the 
firm mav gain little* volume and acteially lose reveaiui' by the price cut. 
If a price* intTcase i.s not fe>llovve<l the- firm may lo.se largely bejtli in sales 
and rewenue. Under these* eircuinstaiie't*s the firm may bt* vs*ell adviM*d to 
leave its price unchanged. 

"Hiis situation s<*eins. in fact, to Im* typical of many industrial markets 
during most of the business cycle. In thi* ab.senct- of substantial changt* 
in material prices or wage rates tlie volume cd salc*s l an and tfin's increase 
without any inarke<l change in prit*es, A price increasi* is not nc'ccssarv to 
induce irUTeas<*d volume since variahlc* ct^sts seem to be fairlv consiant 
with increasing volutru* pretty mueh to the limit of de'sigiH'tl capacity. 
As output increase's toward this limit no firm increases its price for fear 
its rivals will not follow. Likewise, as output falls, varialilt' costs jht unit 
fire n‘lutively iinalf<\'(ed. And no firm reduces its pric<*s beciiust* a price 
cot is likfdy to be lollowed by all firms. Mearovliilc' a very acfiM- t'omjx’li- 
lion of a noreprice variety may well be in prfHf ss, Admitlediv this is an 
ovcr.sirnplificatiOM of the situation but it seems to liold true in many in¬ 
dustrial market .s. 

The tyjii* of market structure that prtKluces a high degre*e of price 
.stability over the cvcle is mnlln'r prechnninantlv monopolistic nor pre- 
doinin.intly com|M*titivc. It evliibils a blend of MionO|Milv and competitive 
eleinent.s and it is the particular nature of this blend that rt*snlts in the 
tendenc y toward price slaliility. If th«\se markets wi*rc either more- C'om- 
jH*tilise or more incmopolistic it s(*t*ms likely that pricn-s would re.sjmnd 
more .sensitively to changes in demand conditions than in fact th«*v do. 
If they were more* compt*fiti\e the indtsidnal .seller would not be con- 
ci*rned w ith the oiicstiou wlu'ther his risals would mee t a price* incr(*ase 
or dwreuse. If these markets wt»re more monopolistic^ iht? firm would 
either base no rivals to take into accmint, or if there were* rivals, re¬ 
sponses to changed market conditions w-ould Ik* goverm‘d by umh‘r- 
standings or agreements among the finns. As it is, there is sufficient mo- 
iiopol) influenta* in these markets to preve nt priia* eutting w'hen demand 
itX'tKle.s. There is also enough C'omiw'tition liolh to resist pric't* increascis 
in rt'S|xms<* to increases in demand and to lead to an active adtivation 
of non-price forms of rivaliy. 
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Up to this point wc* have disaisst^d incitistrial price stability with ref- 
vn*ucv to mc)no|K)Iy and conip^titive elonunts in the market. It wimld 
be unwise, however, to take leave of this subp^c-t without rtH.t»giu/inc 
the substantial iiiflueuct* that public attiludes and public |)oiicv luive on 
industrial prict\s. Tlie large scale drm tti the Aiiiericau ctHmoniv is in a 
highly vtilncrahle political |><»sitioiL The antitrust rneutalitv is dtn-ply 
ingraiiied in the American [X'lip!** ami tlu' antitrust laws ar<* uwrely a 
legisiatise cmilKKlinuuit <»f a pnd<»und suspiiioii of hustness si/.(\ The 
puhlie reaction, th<‘refon% tt' a rapid iuereasi^ in industrial priies is apt 
!(» hr ver\' different than to a coinparahle risi‘ in agrieulhiral prices or in 
the prices ol otluT juodiKts of sinall enterprise 1'he rnanageinciit of 
large firms, tlic leadfTS in partienlar industrial fieUl.s, are as well uss'are 
of this a> anvone else, ami tlie probable elleet on public relations of a 
si/aMliIr price increase iv c<‘rtainiy taken into ai'cnnii! It would li>e dilfe 
Mill to explain the beha\!or (>t et^itain iiuhtvtria! [Uttes at the present 
juncture without resorting tti this kiml of ecuisideratiotr (.ertauib pefrO' 
h um piKvs and thc’ prices a muniMT of <»ther products could be raised 
hv the ]*^^<.lin^ firms without aiiv lt>SN ot husincss to rivals. That such 
prices are not raiser! i> to lie explaiiM**! hv s(‘im~{>ohtiial i.».)t4,sidcratioiis 
1 itJu i than bv the er ononii< clemi nts of mark<‘t structures. If anyone 
iloubts the iinpurtaiu t^ of this iiiflmur e in the Umted Stiites li*t him ron- 
Md<’r the bcliavior of itidiisfiial prici s in a Latin Amcru aii coimtrv. siiy 
\rg<uifina or bra/.il. in the fine of the irjtlationary pressures that nosv im- 
pmge on this countrx. 

(^)ri:s no N S 

1 B\ cjuisulting the Statistual Ahstmrt o/ //n I 'ntiid Stafrs st-leil (hrei* 

wholesah* and thren* re tail price senes. ff»r tl»e \ears wdiit h 

display rrhitii v stabilitx Kroin what vou kn(»w of the mdustriivs am- 
cerned, vvhv base tbf*s4* prices remained stahh ? 

2 Select three wholesale and three retail sene*s lor the sariu’ periml which 
hast' shown marki^rl increase's. In what respects df) these industries 
xarv from those selected hi Question I'-* 

j ‘ In the ahsi'uce of siihstantial c hanges in mat< rial prices or wage rates 
variable aists pi r unit of output remain constant or rise ver\* slowly; 
and since overhead is .spread over an inen»ased volume, average tosl.s 
decrease and profit,s increase rnarkedlv ' W hat < (mditions ai anmt for 
thi.s sort of (t»st iM'hav ior in highly amaMilratc'd indnslry'? 

Frier Cuttiiipi 

Cmv /\’-4S. SASH KELMSMOH COHrOHATIOS^ 

Inuring the early months of 1940 a major change in pric e slructiire 
txcitrred in the electric refrigerator industry. In the second wi'ck of 

* M;itrrails for lhi», t asr iire dtTivr<i fnim T,.V f' C' \fiHi/>izraifh / «, Tfttfi C./wg,, 
3d Sf'ss. i, /’■rice Birfun'it*r afui Hwiincu Pvhty • VVd.vhins:t».>iJ, l.).C.. (»evcrnmeiil Print- 
ins; Office, IW)pp. 
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Januar}* the Nash-Kdvinator Cor[K)ratioii presented its 1940 models 
at prictrs which were sut)sta»tially longer than its 1939 qtiotations. 
In the announcement aci^ompanyirig these reductions, prominf?nce 
was given to a 6-foot stripp<.*d model offert^d at a retail price of 
$119.95 delivered tfast of tlw! RckIcv Mountains. This W'as the lowest 
pritT ever quotcul for a (oiiiparahlc iiiotlel h\' any leading manufac¬ 
turer utilizing the traditional w holesaler-retailer system of distribu¬ 
tion. Tlie otiier leading companies had earlier announced pria*s of 
S129-$1‘34 for t'lniip^rtiirg lines and the large mail-order companies 
quoted pliers only sliglilly below $119.95 for their (i-hnit stripjred 
modeU. 

'Mas action by tin* Nasli-Kelviuator Corporation precipitated a 
w'avt* of similar reductions by c'tun|H‘titt»rs. (Genera! Motors, Cieneral 
Electric, and VVestingliotise* cut prict^s on coinparald(‘ 6-f(K)l strippenl 
itUMlels to $114.75, delivered in thf' /one nearest their re.spective 
plants. In each ease this involved substantial reductions below* the 
prices which had Ih^cu previously anuoiiiiced for 1940. 

(a)tnpani(*s which liad Imhmi selling at levels helow those of the 
"Big Five" also lowered prices. Tin* (iroslrv ("orjxiration reduced 
the price of its 6-f<H>l stripped model and also cut tlie piicTs of its 
other rmnlels. Sears, IhH’buck offered its 6-foot .stripjH'd model at 
$H9.95 and reduced the price of its de luxe 6 foot model from $139.50 
to $129.^5(). 

To meet these new* reductions, Nash-Kelvinator in turn an¬ 
nounced another O-foot stripjw^d model for $114.75. Some of the 
otluT ItMcliug c'ompanies there»n>oii cut prices fiirtluT to $112.75. 

Changes in price stnicture were iniule sirnultaneouslv. The Nash- 
Kelv inator ConKuatum discarded its fonmu /one sxstem and sold 
refrigeratius on a delivered basis anvw here east of the liockv Nioun- 
tains. Tlw' Norge division of the Norge-VV'arner ( air]H)ration offerc'd 
an alhporcelatii refrigerator at $159. 95, a price which was consider- 
alily 1h4ow* that of other al!-|iorcc4aiii nxKlels, The Philco Corpora¬ 
tion presented a 7-fiH)t icfrigerator retailing at $119.95, instead of 
the usual 6-foot model. For most coiupuiiies the widest prit'e reduc¬ 
tions wert' for the 6-foot mcKlel, which sold for l>etweeii $112.73 and 
$114.75. On iither 6-foot njodels and on 5-f(KU models rcHhictions 
fnnn 1939 pric'i’S were considerably less. 

The electric refrigerator industry expcrienc'cd its major growth in 
the tw"r> dmides prior to 1940. In the espi'rimental jXTriod, while tlie 
pr^Kluet was Innug developed, costs were high l)ecause of lack of 
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standardization, coupled with a low aggregate volume of output. 
Prices were rorres}30YidingIy high, and safes were (x>nfijw*d to tlie 
liinittKi group which amid afford the luxury of ex|>eriuiciitatiott. 
Gradually the product lM^canlo relati\ely siitisfachjry, manufactur¬ 
ing inetliods w^ere standardiziHl. and prices fedl in anticipation of, 
and partly as a result of, the intnKluctum <»f mass pnxlnctiou. Hie 
prcKluct passed out of the class of cnrit)sit\ and olitaiiKnl a wider 
market. Sales expanded rapidly, as nK»u- and more* coiisutners re¬ 
alized the coineniena* and desirahilih' of eliK trie refrigeration. 
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I'xhihil 1 indicates tliat the [XTiod most rapid price decline* 
was from H)27 to 19 >2. The period of most rapid sah's expansions, 
on tfic (»tlicr hand, came from K)'‘V2 to 19*37. FAidentK. tlu* stimiiltis 
to saK's caused hv the declnn* in price was soimAvluit delayed l)v the 
depn*ssion of 1929-32. After 1932, prices of refrigerators remained 
fairlv stahh* to 194t). 

nistnliiition of the produc't am<»ng {arnilies in the* upper- and 
middlediiecnne brackets reached a high lesel I>v 1937. Although the 
JunnlxT of wired hoin<*s was also increasing in this [H*nod. tlu' per¬ 
centage of wired homes liavirig edeetric refrigcTalors slanved a 
marked rise. The inarkc*t for refrigerators, as shown in Kxhibit 2, 
was iH'anning saturated. Oik* result of market saturation was evi¬ 
dent in the differernt effects on sales volume <-xp<:Tieneed in two 
jwricxis of bu.siness decline. Hie average nnm!M*r of units sold in 
1932-33 was 17 jkt c*ent above tin* numlK?r sold in 1929, when 
saturation w'as only 9 |X!r ccMit. Between I9'>7 and 193S, on the otlier 
hand, safes declined ^ per c^ent, starting from a saturation fevel in 
1937 of 49 [XT cent. 

In the downswing of the cycle from 1929 to 1932, price emnpeti- 
tioii wTis especially severe. In 1931-32 a price war carried the retail 
price of some Ixixes to under $100 retail From 1932 on, less attenikm 
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was given to price, and more stress was platted upon the develop¬ 
ment of effident, modern-styled equipment. Prices among com¬ 
panies wi^re fairly unifonn. and. in general, price ctnnpclition was 
in>l emphiisized. By 19iiS, prices qitotcnl by the leading electric re¬ 
frigerator manufacturers, with t>ne important exception, had ap¬ 
proached a degree* of almost complete uniformity, as is shown by 
Exhibit fi. Altogetlier. the concerns listed in this exhibit controlled 
SO per cent <rf the total sales of eleetri<* refrigerators. The one iin- 
|>ortant t*xeeption to the pattern of price uniformity was the Cold- 
sjrot refrigerator, prodiiunl b\ Sears* Iha bnck. 
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In the early p<Tiod of expansion (»f the refrig<Tator indnstrv new 
conaTUS entered llie business freelv. In the depression of 1929'-^32. 
wdiich followed this pernnl, high mortalitx occurred among the 
smaller companies. Thr Electric Hefrit^crafor Scirs in Max. 19M, 
piiblishe<l a list «)f concerns w'hieh had ceased maiuifactnring electric 
rcfrig<‘iators. Of 250 prixluctTs in the industry in 1932. only 75 re¬ 
mained in 19T3; 110 had gone ont of business, 41 conk! not hi* 
reached l)y mail, and 24 had iK'cn aKsoilxHl bv other manufacturers. 
This high ntortality leflectinl in part tht' stTcs.s of the depression for 
all business ('ompanies. but more particularly it foreshadoxved the 
approachir)g maturity of the electric refrigeratr»r industry, xxith a 
wetxling-ont of weaker firms. B\ 1937 the industry's prtHluction was 
concentratt'd larg<4x' in four annpanies, as indicated In Exhibit 4. 

The eoqxnations surx iving the depression—^‘specially the large 
firm.s—inxested heaxily in research and e\jx*rimental acti\il«?s. 
Mtxlem .st'aled units* for the refrigerant were introducetl by the 
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EshJMt 4 

(XWCKXTRATIO.V OF rfJNTIlOL OF MARKJrr FOR DOMF»nC 
KLWTKU; RKFUtOKIUTfRW, 1937 
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majority <»f mamifac turr*rs: jitrcaniliru’cl rf*frit;cTatr)r oahinrts were 
rc'uiiorniral inelhods of insiilatioii wm* doviml; and great 
advanc’es were iruidc io improving internal featimvs of the rt‘frig- 
erutor. 

At the sanu‘ time, sales effort was intensified, not (viily hv maim- 
fuctiirers and dealers Imt also hv piihlit ntilitus, which sought to 
expand tln^ demand for t*lectrie ciiroMit. Hons<'-to-honse canvassing 
and demonstrations of tin* prcKlnct heeame a ('oinnKm practi(^*. 
Nfannfaeturers sought for and drveU>ped new markets. This refjnired 
new distributors and more outlets. This moseimml toward the ex¬ 
tension ami expansion of tlistrihnlivr outlets was aided hy estah- 
lishetf retail stores of various kinds. Furniture stores, hardware 
stores, inusie stores, autoniohile aceessories shojis, and tlepartrnent 
store's seized the iipjiortuntty to haiulle refrigf'rators. The largest 
group of outlets, however, was the eU*ctrical sjH'cialtx stores. 

Trior to Hkjil, most inannfaclnrers presented relatively few models 
and styles. After business recovery luygan in the spring of !9;T3, the 
nuinlM'r of pn'ee lines increaM^ii, Instead of showing only thrw? or 
four refrigiTUtors. as was the case in 1929, hy 19^15 the average 
dealer w as ahK' to present to the prosjMxii\e customer eight or ten 
distinct lines. After 19.32, when elforts to expand the market were 
intensified, small refrigerators writ* intnnluced to attract low- 
iiK'ome consumers. Later the strip}ii*d model in the 6-foot Ixix be¬ 
came the most popular size. This ti^el w^as used especially in leader 
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OISTRlBimVE MARGIN FOR ELtXTRK^ REFRIGKKATORS, I 03 S' 37 
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M'lliiii;. wIh'k* slt^iTs atl('niptt»(l to iulluoncf’ tli(‘ conMinitn to buy tlt^ 
lijv*r iiuKlt*1s at higher prict^s. 

I'luoiii'hoiit tins period, dealers' luar^ins, as iiulicated iti Kxlnhit 
5, rt'inaiiied fairly cf)iislaut p<Tceiitaei*wiM% but. with the decline in 
retail prices, tin* dollar margin dropped. But costs of distribiiting 
electric refrigerators remained at higli le\f*ls. 'I'lu* oii< important 
exception to these high costs of distribution was marketing through 
mass distributors. In Kxhibit 6 the distributive margins of rt'giilar 
channels and mass distributors are conipan‘d. 

I'p to l^hS replacement sales act*t)unted for less than one-fiftl» of 
die total market. As sales expansk»n and market saturation pro* 
c<H*ded, howexer, it l)ecame evident that the demand for elec^tric 
refrigerators was coming incTeasingly iron) r<‘placement (see Ex¬ 
hibit 7). Under these eondition.s, sales were influenced strongly by 
three factors: durability, obsolesccna*. and tradedn allow^ancTS. In 
Exhibit 8 the increasing durabilitv' of refrigerators is slioxvn. Ob¬ 
solescence as well as absolute durability was a determining factor 
in replacements; to some extent, owners of refrigerators were influ- 
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iJiiml lo buy new models which had technical improvemente. but 
the effect of this factor w*as much less than in the cJise of automo¬ 
biles. Finally»the cost of making a replacement was determined i»ot 
only by the price of a new' prmhict but also by the trade-in allow¬ 
ance granted by iht' dealer on the old piece of ccjuipmenl. While 
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the acceptance of trade-ins in the refrigerator market lx‘caine in¬ 
creasingly tHuminon np to UKIS. it had not reac hed the pro|X)rtioijs 
foiiiKt in the automobile market. Exhibit 9 shows the growth of 
trade-ins np to 1^58. 

It w*as clear by UMO that the ehx:'tric refrigerator industry had 
come to a critical turning jxnnt as a result of tlic increasing satura¬ 
tion of a substantial portion of its market, particiiUirly in the more 
pros|>cnnis sector of the {K>pulaticm. There was abundant evidence 
tluil tile initial jH'ricxl of rapid twhnologic development, aggressive 
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price reductions, and vigorous grouth w;ts rapidly approacliing an 
end. TIu* decision by Nasb-KeKinator to cut pricTS, in January, 1940, 
lH)we>'er, leil to ijnn)eiliate resumption of price i’ompt*titioii by the 
iiidustr}'. Sales of electric refrigei'ati>rs during the first (piarter of 
1940 totaled 814,(X)0 Ixixes, as compared with 01JXKK) for the same 
p<*ricxl in 19‘59. 

Accompanying tlie price reduction on the stiipjH'd iiickIc*! was a 
jx)licy adopted b\ Nash-Kc'K inator. ad\iH'aling the salt' of higher- 

f xhihil 9 
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priced iTHuiels wli(Tev<*r possilile On March 27. 1940, the company 
addresM-d the following t'ornmnnuatiun to its dealers; 

V< s; the evidente is jvuiring in—and it prunes the soundness of Kel- 
wnator's 1910 j)r(>t!;rani I.o<>k at the ehart showing the jn-n'entage of 
Kelvin.itOT s .sal«*s hv modi ls and ]>ri<:es. and then eonipare theM* facts 
with voiir own sales. The evuleru e shows clearly that Kelvinator dealers 
ar<‘ selling highcr-pric»*d inerchandiNC. 

Those who sell Kehinator have more than a silling plan . . . they 
ha\e a working selling plan. And it is working heeanse it was earefiilly 
planned months ago svilh logieal and easy-to*«>el! step-nps lietween mod¬ 
els. There are low-priced inoileis for (lie s ast Inw-im ome market 
and In'anttfnh fnli-featur<*d mo<lel-s (inchidiiig the new "Moist-Master 
controlled hnmiditv system) s[>«*cifjcally designc<l to gel the rapidly 
growing replacement hnsiness. Throughout Kelvinator s line of sixths 
and eights the salesman can step iij> sales !>f auise plus features in each 
step ofler vi.vihle and provable added \alu<‘ to the customiT. 

79H pt'r rent of the Kelvinator volume is ui refrigerators with the 
greatest nutrgin. the greatest gross dollar s*iie. IIk* avi'rage unit sales 
price is Iw'tter than SlffO.fK). 

According to this advertiscmicnt, field report.s received by the 
axnpaii) up ti> March 19 showed that actual sales of the various 
models were' in the following ratio: 
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Qt/t^JTlONS 

1. Was ihr jvilky ai pririr by Navb-Kfivinator in tlu‘ 

spring of JWO a cl<rsiral,»lf nrii‘? 

2. Wtiuld it have been desirable to make equal price n-dvietums for all 
mcKlels in the Iim‘? 

What hud the other sales policies of the c (unpaiiv ? 

4. Ill what wav would thi- [iricv p>lkies appropriate to U>29 require ad- 
jiistiiient to meet the ctiiulitions of 1940? 

Pifffmnitial PriV'ifio 
Case /V'-.7. AMERICAS AIIUJSES, ISC 

The* veurs UMT and UkkH were unprofitable one s for most airdine 
coiri|)anies in the Tnited Slates. In the former year, operating Ios.ses 
of sixteen domestic Iriiiik line earii4‘is amounted to $21.02-5,721. iind 
in IfMS losses were $5.2^8,977.' Allhongh passengiT traffic on the 
air lines held up iiUK'h better than on competing fonns of trans- 
|>ortution. the passtmger load factor' declined abrnptlv from almost 
82 per cent in 1948 to U’ss than 81 jxn cent in Ui-IS i see* ICxlnbit 1). 
Actual S'olnnie of pasM’iigei traffic remained about the same. The 
decrease in Irrad factor wa,s caused In an inc rease in capacit\ , more 
route niiles Ix’ing Ht)wn with larger planes. 

In tile profitaldt* war years it was ptissibh' for the domestic air- 
Iin<» companies to rcnlucc* basic fares to low^ levels. In resfM)nsc^ to 
an order of the (avil Aeronautics Board of March 3, 194.3, the Big 
Four—American, Kasteni, TWA, and United—adopted a svstem- 
wide iinibinn base rate of 5.5 cents [ht passmger mile. Believing 
that the |H>stwar period would bring gem»ra1 expansion in capadty 
and revc*mies, many carriers made furtlu^ rednction.s, until the 
general fare level drop|K»d to 4.8 cents |x*r pasM*nger*inile in 1945. 
Failure of iticreaml revenues to result from those fare rtnluctions, 

‘(jvil Ufiiird, Ht^rurrrnt Htpitfi-t M Financiid TrunJs Unt Oo- 

wniTjpfic-Ak Xftfil VarrU^r^ iyt4S < Wiishm^tmi. O-C'*.; Ct'vtTinwnl Printing OfBct-, 1949). 
"* n«’v**mM-‘ ah icIcNi W tlv#- numlwr «f mil«!« flown. 
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aft<T 1941. Hv llic spring oi HMT tli<^ Big Knur filed lor liigliei ratrs, 
s’^lhcli in(Tt‘asc(l the* hast* Iroin 44) (.fiits |M'r iiiile* to 5.1 cents [ht 
mile, a 10 per ceait increase. Omtinnini; linaneial loss(*s led to an- 
otlier 10 per ee'iit increase in fares in DecemlKf, 1947. IVspite 
sharp iiKTcases in tl\e priet* of aii tiave'l. losses (.'ontinned. and a 
third round of increases was adopted h\ most c aniers in the fall 
of 1948. 

Although there was general .ier<*enient tunong the major «iir*line 
(X)inpanies as to (Ik‘ desnal>ilitv of tlM se rale inc reases, some execu¬ 
tive's heg.in to ha\c* inisgis ings a1>oiif the c'ontinuing dt'cline in load 
factors. As a r<*sult. tln‘re was increasiiig usc' of lowc/r larc*s for sircdal 
classes of traffic, and this served to n*dnce the asirragc* fare at which 
passengers were carried. ' 

' CiiiK-miini; this .MtuiaiiM.*. Mr. . \ rattt-rwm. prr^irlrnl, Air lAnm, 

trs-!ifi«,N.f t)«:'fDrr the on Inf<*rvt*ilc; aii<l l''*n i^n \Va#hir»|ij;- 

ton. Mav 9, as fuliow',, '*TJ«Tf was aisa4;rt';riiM'fa ;inn>nji Hi*' Airiiiir*. with in- 

Irffnds toward lowrr fari’js ami di«w fnmt.s. r''>r j vliort f)NrrH»d, Vsfittrd at- 
tcnintH to hold iH Itmg distarici' tarr^ at a p<Jint lusher llian amupTfilioii, biit was 
unalilr fo coiUiTiiit’;'* (imUcd in Fr^Nimck W. Call and CdV«:tt L. Bate*. Airline Com^ 
petitum [BrMlon- Oruuuate St'htiol of Bwine^s AdminiAtTalioii, liarsard t'nivewity, 
1SW9K p 4ao). 
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S[X!Cial rat<*is in the tnin.spi>rtation industries were not nf*w: for 
years the railrr>uils had used them for excursion traffic, round-trip 
fares, «ind in other forms. Prior to the war the air-line industry also 
employed sjx'cial rates, chiefly of three kinds: round-trip fares, dis¬ 
counts to ^ov<*rnnient efnployi‘<.'‘S. and discounts to l)usinessnien 
uikUt llur l'ni\(TSiil Air Travel Plan. The lattr^r plan wa.s designed 
for regular husiness travelers ainl offertfd a 15 per cent disc'tiunt over 
the basic one-way fares. The plan consisted in estaldishing an 
acvoiiTit w'ith an air-line t‘om[Kiny, de|K>siting the sum of $-425 in the 
aceoiml, and drawing against the account, at discounts of 15 jier 
cent, ft)i ticket pureliasi's. PerkKhcally, llie ciislomer was billed for 
an amount to replenish the account. In addition to tht- three prin¬ 
cipal forms of S|>ecial rat<vs. thcTe wtrre some excursion ratr^s, and in 
the winter of P)57—'58 a *'wives-fret*’* plan w'as inaugtii.ittHl to im¬ 
prove load factors. If was di.scontinned in the spring of I91S. 

After the war there was opjxi.sition on the part of most oMupanies 
to the restoration of sjvecial rates. In 1945 a 5 |w»r c'ent rouiKi-tri|) 
rate w'as adoptee! but was dtseofitiniied l)\ all carritTs after being in 
effect only a month or two, as it was generally agreed that the high 
levfd of traffic at that time made rate concessions U!mec*d(‘d. Dis¬ 
counts f<»r goveininc‘nt employee.s and thc^ Univtrrsal Air Travel 
Plan wrrc' not n’viv(‘d after the war. 

In th<’ summei of l9 4^S, with decreasing load factors, the air-lines 
industry rc^newed discussion of the roniicl-trip discount. At this time 
the AuHMican Airlines was opposed to reinstateiiuot of thf‘ round- 
trip rate. 'Fhe chairman of the Inrard of AiiH*rican Airliners stated, 
with reference to the round-trip rate that, in his opinion, it was "an 
oiitiiMHhMl svslem <»f selling, om* originallv sponsort'd bv the rail 
lines and adcfptc'd In the airliners bHiIislilv without mature consider¬ 
ation of the problem. If wc' sell a one-way ticket for $I(K) and permit 
a (iLsc'onnt «)f 10 jhm- cent lor round trip, the exist of the jonrnev is 
SlHO. If we are willing to siil twai ticktis, to the same person, for 
S180, we arc* in fascir of scaling one to the same jwrson for $90, for 
that jx'miits us to ad\'ertise a lowc'r fare h*vel. . . . We are in favor 
of the railroads' inaintaiiiing tlu-ir present practice ftir it gives us 
sales and aclverti.sing advantages,”* Despite this expressed op}K)sitioii 
to low'CT round-trip rates, American was forced by con i(X'tit ton, on 

* Mr (! H. S»«ilh, vti^irman t‘f thr iKMrd, \rmTk;tn Airlino. Ini.., tp 

IjYtl Roarti j^’vepS J. O’t'oiiiuH. Jr, Si‘pti*intx*r 2, JH4B 

iipHitixj \>\ C.tli ami op. C(i., pp -lOVt-TO*. 



PRICING AND PRICE POLICIES 


SS9 


September 15, 1948. to offer 5 jw cent discounts on nnind-tiip 
fares. 

In August. 1948, load factors on main routes of Ainertcaii Airlines 
were especially Km' on early days of the Load factors on 

Mondaj, Tuesday, and \\\?diiesday iiiglits ranged from 48 to 55 pt*r 
et‘nt. C)n SepteriilM'r 13, therefore, witli the approval of the f'.A B. 
for a thriH'-month test. American Airlines intrcHluced a family-fare 
plan. W'hen one person Ixmght a full-fare ticket for Monday, 'riUMS- 
(lay, or Wednesday travel, other ineinlKTS of the iininediate fainil)' 
could trasel at half-fare. Travel under this plan lednc^ed plane fares 
hcKm- first-class rail fares. 

As a result of the.se special rates the first-of-1lie-week load factor 
rose above earlier levels, without bringing any decrease in traffic on 
otlu^r days of tlie vvet‘k. Ilie following ojM*rating data summarize 
tilt se results: 


No, of M. T an.l W. 

pJvrf*', JHiilr." jM. 1 ’, W.i, 
.\v. Jjo'tnr <M. r, W.^ 

No. of ru. 1 .(S. S 

Kc‘v, puHN, ( r|j K, S 


14 

MV. 

17 


OHohff , 

12 

oS,223.(1110 
(m r.'; 
ly 

K2.s7ri.ono 


ruder the plan 8.8% group sales, involving 7.fi37 half-fare tickets 
had been made in Octolx'i, Kulbfar(* tickets under the familv plan 
totaled 7 (K)l,418 rev (Mine passenger-iniles. wliile lialf-fares amounted 
to 7,447.3.>5 revenue pas.senger miles. 

The (,\A.H. granted an extension of tlie trial |>eri(Hl and. by June, 
1949. ten of the sixteen domt‘stic trunk lines liad ad*)pted the family 
disanint. Not all carriers believed that this or otlier forms of spi.*cial 
rates were (lesiral)lc. In his Auntml Hrpttrf to tfu: Storkhohlrrs for 
U>48. Mr. \V. A. Patterson, president of United Air lam^s stateil: 
"Your c*oJiipany, while insistent that the prcxlnct alrr^ady was priced 
t(K> low. had to meet eom[H’‘tition. A 10 per cent premium far<‘ on 
IXl-6*s was eliminated. A 5 p<»r cent ronnd trip di.sc'ount was 
adopted. Next came a 'family plan' under which members of a 
family could trav<4 under reduced rate's on the first thre*e‘ dav'S of the? 
week. The outcome of it all was a net increase of only 2 p<T cent in 

uir lirir* Alwmtfl a in pa«.^f'nR<rr traffic' fnun AujJlUAt to 
Oclnlu^r, For all air linrs hut .SinerKaJi, frfini $2S,U0(I.- 

00(1 in Au^u^t to Si'l.TOt.l.OnO m O-tolM-r, anH rrvmuf paw»nj;f:r-niiU‘^ frnni 440.000.' 
OtXl In 4in.0(X),(X)0. Amcnc'iiinV ri^enti«» pc-r pws.c'tiiKcT-'milr 5,76 C'c^otn in Auf^avt 
ami 5 52 cents in fXlciWr. 
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United $ passenger revenues, or $5.0(X)t000 per year less than the 
amount originaliy sougbr (c|uoted by Gill and Bates, op, dt., p, 
413). 

In addition to redticed fares for some classes of traffic, air lines 
generally adopted premium fares for traffic on the new DC-6 s and 
Omstellations, which were introdut‘e.‘d in 1947, The practice <rf 
enlarging supplements w^as based on tlie greater si>ee<l and c^ornfort 
of thes€! types of aircraft. In the fall of 194S, however. AuuTican 
Airlim^ removed its pnmiium charges, forcing com|K*ting lines also 
to remove their supplements. 

(,)i;i':sTio\s 

1. I>f) the comparative o|>«*ratii»K data for Angn^t and (Vt»>l>er. 1948, 
di'imnistrate the desirabilitv of the fedured laiiiilv fare introdnetd hy 
Arneheari Airlint'S? What other fact(»rs would you cousidt'r:" 

2. Do vou agr<H‘ with the position of the ( tiuirmau of the hfuirtl of Aiiieri- 
l an Airliut's regarding the round trip discount':^ What itifferem es, if 
anv. are there f>etwi»en rediulious for rcanid trips an<[ reduetlons for 
fainilv travel? 

3. (ieneraliv. what eondilions would justify lower rates for sjx'eial classes 
of travel? 


Case A STAXPAnP BB WPS. ISC ^ 

On No\emf)er 21. UXW. the Federal Tradt* (Commission issued a 
aunplaint against Standard Brands, alleging that the r«*spondent's 
scale of diffei<*ntiid prices for bakers’ yeast constituted illegal dis- 
criininatioii in price. Tht» complaint was bnmght under Strtitin 2 
(a) of the (daytt)n Act, as atmuidcd (i.e., the Robinson-ratman 
Act), 

Standard Brands w^as a consolidation of tiu' fonner Fleischmann 
(amipany and a numlH'r of other conipauics in the fcHxl field. In 
UkiR it svas tin* largest manufacturer of yeast in the 1‘nitc.d Slates, 
enjoving between 55 and fi5 jrer cent of tl»e total yeast business. It 
pnKluetnl approxiinatelv I20,()(lf).000 ]KHnuis aimtially. of which 10- 
12 j>er ant was foil yt^ast and the remainder was bakers’ \east. 
Among the largest compt^titois of the conipanv w'ere; Aiihc‘user- 
Busch <'o.. St. l*oui-s; National <^rain ^(MSt ("o.. New ^'ork; Red 
Star Yeast ("o., Milwaukee: GonsuiiM'rs’ Yeast Co., Saji Francisco; 

' Ttuf (net. in thi. CMt httwr (lra«'n I'bicfiv from 29 F.T.C. 121 

(1939). 
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and the Federal Yea.st Co., Baltimore. Standard Brands operated ds 
factories located, respectively, at; Peekskill, New York; Chicago; 
Pekin, Illinois; San Francisco; Stunner. Washington; and Washing¬ 
ton, D.C. 

Yeast, as used in baking bread, is a necessary leavening ingredient. 
A pound of yciist is required in the nianufacttire of from 75 to 125 
[Ktunds of brt'ad, dejx*nding u(>on the particular ttpc of dougli. 

Tlic yeast, all of which was of like grade and (|tiahty. was iiianti- 
facturcd daih at the coinpans s six factories. IVakers' yeast was 
molded into l-pound and ^-jK)und cakes, uraj)|K‘d. and then packed 
in 5<)-pound cartons. Hecause of the jXTishable nature of ihc' poxl- 
iK’t. prompt delivery v\ as essential, and, to ac c ojnplish this, the com- 
pans maintained \A4 agencies so Imatt'd geographically throughout 
th(‘ tx)!intry that the yeast would rtuu h tliese agencies by eonmion 
(Mirier w ithin 24 hours afttT its rnamifaetnre. At the agcMicies thirre 
were relrigerated w ai(^houses maintained exelusivelv for the? .storage 
of veust. Here* the v< ast, still in 5()-pou!id cartons, was placed ujwin 
eompans -osviuhI tnu ks, ()[)eiating over routes, this w^agon 

distrihution s>stein brought the yeast to some 25.(MK) (*ustomers in 
all parts of the eountrv. In addition to tli(‘ so called ’'|XTsonal cle- 
liverv" sales of \east to bakers, a small amount of bakers' yeast was 
slhjiped to enstoiners bv coininoii carrier, and a still siiialler anirniiit 
was sold to grocers foi resale. 

In the dcli\er\ of the* yeast, the* drive^-.sal(^sman w;is accustomed 
to take daily rCHite sheets inadt' up at the agency heiidc|n:4rlers, call 
on ei!stoiiu*rs named tlierein, leave the anioiint of yeast they re- 
fjuired, and father collt*cl the cash or take I lie customer's retXMpt ac¬ 
cording to his instructions, ('harge customers w*ho receipted for the 
yeast were billed directlv by the agencs at the t^nd of llie month. 
Driver-.sulesrneii solicited business from im^w and rcclaiiiUHl pros¬ 
pects, hut other salesmen were <‘mployed by the company as solici¬ 
tors to sell its products. N\'hcre the quantity to Ik* delivered to a 
cicstomer was les.s than 50 }>otinds, the original cartons were broken 
by the driver-salesman. With the exc'r^ption of a fi*w w holesale routes, 
veast was delivered from the same truck to Inith large and small 
customers. Many of the routes operated from the agencies were ex¬ 
clusively bakery routes, while others, so-called “unified routes/* cov¬ 
ered yeast and other products sold by the company. There were also 
a nunil^er of routes devoted solely to grtK<?r\ jmiducts. 

In addition to bakers' yeast the company sold many othw prod- 
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ucts whidt were grouped into two principal classes—bakery' prod¬ 
ucts and gnxa;rv products—as follows: 


Hakf.TKf 

Hulk fiiitluiiinfc (trk(H.ly, 

tiinmiiU, /riifiui t'fCKH, iiiul 
ftTIlWlloilij 

PnrkttK*' produt^tM tm^ lfidiiuc 

rowttcT 

tttril otiitfr l**nv«,*nt r>t / 


1* rewind t 

Foil yciint 

Hulk jinMiut lM- td-a 
Pa<'kaK<^ profliK't.^ fiiioludinK 
Koval Hakiri^ Powtirr, |)r. 
Prifi’ HakiiiK Pi'WtifM, 
i’olTi'v, iiiid l*'M> 


Tlie conipiuiv rpfjiiiriMl no written contriu ls with its instoiners, 
and there' wrre no (*oiiirnitrrM*nts which cinild not he t(*rinifiat<‘d in 
either party at will. However, us a general practice*, cnstoTiicrs wlio 
paid less than 25 cents jht pound for yeast and who purchased all 
their re(|nirernents from tin* company were ohligated to purchase 
definite (piantities monthly, in or<ler t<i secure the yeast at more 
favorahli* j)rices. 

To iLSsist ciLSlonuTs in improsing products made from y(*asl, tlie 
company maintained a research lalwratorv, wlien* cx|)erim(*nts w’ere 
conducted. A ccups of experts was also luaintairu'cl for the |)nrpos(* 
of visiting hakeries and reiuh'rijig a.ssistanct* h* enstonuus in o\er- 
eomiiig difficulty's (*nconnterc*d in the mannfactnie of bn\td and 
other hakery jnoducls. Mcrclmndi-sing c<JtinseUors frf>tn the coTnj)nny 
instnieted custoiiuMs in me thods of displaying and s<*Uing gofKls. 
The t'ompanv also conducted national ad\«*rtising campaigfis in 
perimlicals and hv radio to promote the increasetl c*onsumption of 
luikers* hn*acl, and it furnished advertising material to lewal hakt*rs 
at cost t(^ enal)le them to tie in with national adv<*rtising campaigTis. 
The company niaintaincd a school for bakers. gi\ ing free instruction 
to all customers interested. No extra charge by the company was 
made for any of these ttxdmical and promotional ser\ ic'es. 

Be'cause of the e ompaiiy’s large nnmlx^r of customers, its products 
were si»Id in practically every community in the Ihirted Stales. 
Among the customers of the txntipanv w*as the (iroat Atlantic and 
Pacific Tea (a)m|>*my. with 38 bakeries fixated east of the R(x*ky 
Mountains and with 14,()(K) retail store's fiK:ated chiefly east of the 
H(H*kv Mountains. The annual output of bn?ad by the A. and V. 
amounted to 446.(KK),(KH) ixxinds, and its yeast cx)nsuinption ap¬ 
proximated 5.(XK),(XI0 pnmds pi*r year. .Another customer of Stand- 
art! Brands was the Omtinental Baking Co., with 78 bakeries located 
throughout the Tnited States, v^hose yeast requirements also ap- 
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proximated 5,000,(XM) pounds per year. Other large customers in¬ 
cluded tlie Ciencial Baking Company, u hose ainnial recjuireimmts 
were 4,0(X),000 pounds; llathaw*ay Bakeries, Iuc\, wliose piCKhKHs 
were distributed throughout New England; and F'irst National 
Stores, w'itli 2,400 stores locatc*d in New England. Hiere were also 
thousands of customers w-hose operations were t.*nlirelv UkuL 
For rnan\ years prior to the issuance of the Federal Tra<le (aini- 
niission roinplaint Standard Brands harl eniployt-d a scale (nf prices 
based on the nuinlxT of pounds ol veast used per month the pur* 
cliiiser. This scale is prtvseiited in Exhibit 1. The jMiinidages on wdiich 

Exhihii I 
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the disecnint structure was baM‘d representt^d tlu* ((tfal usage of 
yeast In the customer, which was not neet'ssarily the same as the 
amount purchased from Standard Brands. Thus a bakery using 2,0fK) 
[xnimis of yeast jM*!' month, but purchasing only 1,0(K) pounds from 
.Standard Brands, w’ould nonetlult-ss pay tlii‘ 2,tXK)*jxmnd rate ol 19 
cents |>er pound for the L(XX) |)Ouijd,s rather than 2^) cfmts [H?r 
(KMind. which would Ih‘ the 1,(HX> pound rale. The busing of quantity 
di.vcoiiiits on total consumption ratber thaii on (piantities acTiially 
purchased was claimed to l>c a custom in thf^ trade from whicli 
Standard Brands could not easily depart. 

The company did not publish its price lists, and customers were 
not ac<|uaiuted with the disctnint structure. Before any price was 
rpioted at which a customer might purchase* bakr*rs’ yeast from the 
mnpany, the customer first was recjuirc^d to indicate w'hat his 
monthly requirements w*ould be. 
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Standard Brands followed the practice of selling to some cus¬ 
tomers at **off-.scale'‘ prices, when the customer’s yeast requirements 
had dropjH’d enough to place him in a higher bracket but wdien the 
cennpany coiitimircl to sell at the former pric'c. Tlie largest custom¬ 
ers, who purchasfxl yeast off-scale at the l4-ctmt pric^, were granted 
this ctiiicession by the central offict^. Divisional managers were au¬ 
thorized to seW off-scale to smaller customers but never more than 
2 or 3 cfjnts off. Alnnit 16 per cent of thcr customers served by the 
company’s agency at Minneapolis purchased at off-M‘ale prices, 
while in tlie New York City area about 3,1 jxt cent of the customers 
in the 3,(XK)-5,(]KX)-pouiKl class paid less than the prici* .scab* of 18 
cents per pound. The eompanv continued this practice because, 
W'here a eustomer had Ix^en granti'd a certain price on the basis of a 
certaifi eonsumptioit, he might desert Standard Brands for anotlter 
supplier if, when his volume dropped off, Staiidar<l Brands insisted 
on putting liini int<» a higlici-pric<‘ Inacket. 

Hie company also determined prices (»f bakers yeast to its cus¬ 
tomers on the basis of total oiiisumptuni, irrcsp<*ct!v <‘ of (he mmiher 
of individual delivcru^s. The A. and P., for cxainpl(\ hjul a total na¬ 
tional (tmsuniplion \H*r month of the company’s yeast ranging from 
451,(XX) {xuinds for July, 1936, to 4(k1,625 pounds for Januarv, UkiT. 
These aninunls were delivered from the company’s various ageueies 
to thirty-s^'veii bakenics in locations from Louisiiuia to Iowa and 
Maine, in (piantities rangiiig from 3(),4(K) pouiul.s delivered at Pitts¬ 
burgh in Jtdy. U)J)6. to 2.2(K) |Mninds delivered at New Orleans in 
Septemher, At no individual bakery of this customer was as 

much as 50,(KX) pounds delivered in on<^ month. For the cpiaiitities 
deliver«‘d tc» the resjwclive hakeries, acct»rding to the scale shown in 
Exhibit 1, the prices lc» twenty-three* of the bakeries w’oidd have 
lH*eii MM cents, to tnglit prices would have been 16 ctmts, to four 
17 cents, to one 18 cents, and to one 19 cents. How'ever, the A. and 
P. paid 15 (ents jmt jKmnd for all its yeast. The FtHlcral Bakeries, 
liu\, with seventvHfMglit branches kKNited ov«'r the entire ctnuitrv, 
coiisuiiuhI nationally in ext'cs.s of lO.tXH) [khiikIs and also pnrchastxl 
this yeast at a price of 15 cvMits |H*r pnmd, altliough nK>rithlv de¬ 
liveries to its res(K*ctive branches did not exctHxl 2(X) p^ninds. In- 
Avn\AvvA cwsUwwets ovAy pvwmds tnoul\\ woxAd 

In order to jiistifv the pri<^ differenliak before the Federal Trade 

Commission, Standard Brands made certain studies of the costs of 
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Etkihit 2 

AVEnA<JE MONTHLY Or ^\LK KSV nEfJVKRY 

OF Aix PKoi>rrr?i, s'rANHACin ukanias, 

JANl AltV MUJCH, 1937 
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clistrihutjoii and salr of liakns I wrrr liaM»d on 

tlu‘ vonipaiivs durini; tlit- niontli.s ol January, IVdiniary, 

and March. 19-37. 

A\craj:'o actual nionthlv cf»sts of sale aial dt lixcrs of all [Products 
in this period are shown in I:'.x)iihit 2. Axera^t* nionthlv sales, by 
products, for thi.s same pericKi are shown m lh<‘ first cohunn f>f Ex- 
iiibit 3. The knou n factors. tluTt foie, wt're a< tual total exists lor all 
pixKluc'ts and sales bv prixlncts* Tlu* company s rnethofis of d<?- 
tenTiniing costs of sale an<l delixcry lor each prici’ bracket of bakers' 
yeast involved two principal jKihits of pnK cdure, nanudx’: (I) alIcKta* 
tion of costs to separate pr^Klucts: and (2^ allm:ation of the various 
elements of cost, apportioned tf) bakers' yca.st, to the separate ejuan- 
tity-pricx? brackets. 

Allocation of exists to separate products, shown in Exhibit t3, was 
accomplished bv appixing cx^rtain predetemiiinxl jK^rcxmlages to 
average monthly dollar s;des. Tlie percentages thus applifjxi were: 
yeast, 23 per ct'iU; bulk pnxlucts, 7.25 p»r cent; and package prod¬ 
ucts, 11.3 per cent. This constituted the method for the apportion* 
ment and allocation of sales and delix ery' expenses to product which 
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had bcscn in actual ii.sc by tlie company since 1932, several years 
jmor to the enactinent of the Robinson-Patman Act. Tlie company 
sUlti'd that these p^rc’cntages were **liast*d, in part, on the c'oni- 
pany^s fflCperiencfrs and, in part, on generally recrognized costs of 
distribution of gniwTV and cither pnxluets and, in the opinion of its 
financial officers, they provide* for a fair and reasonable allcK’aticm 
of such t.*o.sts/' llie coimiiis.sion noted that "nowhcTe in the re.s|X)nd- 
tmls* cost study den^s it appc^ar that any fac'tiial study has bc^en made 
to deterinine the* correctness of the percentages that have Iwen ap¬ 
plied to tlie dollar sales of tlie resjHHtive prrKliicts whcTebs the costs 
of sale and delivery of these prcKlucts have Ix en det(*rnuned in the* 
form of lunip-siini estiiiiates/’ As a result of the* allocation of costs 
shcjwn in Exhibit 3, it was det<Tmin<*d that total average* inonthlv 
costs of sale* and delivery of bakers' y(*ast W(*re Syi0,792. This was 
for sales by personal d<*livery, which was the* clii<*f method of sale. 
This total was separated into the following lomponcnts of direct 
and indirect rt)sts; 


I lim t 
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The companv s next step was to alloc ate the* abo\r (‘osls to the 
groups of c'listoiners wIiom* montldy pnrchas«*s of bakt'rs’ v<*ast fc*ll 
in the res|x*ctive <|uantity-price brackets. The results are shown in 
Exhibit 4. Items of direct exists making up the total of $192,457.95 
were ull<K'alc*d and iipplitxl to the resp<*cti\e (juantity-price brackets 
bv lime studies and call studies. Route selling and delixen* costs 
were appiirtiomxl aa'ording to tin* time for stops of tlie dri\ er-sales- 
nicii and trucks at custoinc*rs' premises as determined by stop-watch 
studies and colU'Cted data for six days. Solicitation costs were ap- 
(Kirtioned acoirding to number of culls on customers bv solicitors. 
forem(‘n. and managers, Servicr txists were apjxirtioned according 
to actual time spent in calling on customers by serx icemen. Indirect 
exists were alI(X\ited to cjuantity-piicx^ brackets in the same propor¬ 
tions as total diiwt cost. Before transforming total direct and iiidi- 
rc'Ct costs into costs per pound, the ctmipanv ap|Xirtioned $-3.3lf5.26. 
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ExAMi 3 
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8 TANDARI> BHANW DFrTKHMINATJON OF OOST W:R POt’Nn 
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reprcsrtitini» Inikrrv cuiisiiltants* salaries and r\ju‘nsc‘s. to tlio quan- 
tity-pnce braekels on the basis of a tni>e study, rotal eosts applied 
to each price bracket were then coiivtTted to cf>sts {x r |VMind, as 
tndicat(‘d on K\hil)it 5, on the bitsis of a ta})nlation of all sales of 
bakf^rs* veast ifiroughont the Tnited Slat(\s ilnrinii |ani»arv, 1937. in 
each pric e bracket. 

It will Ih' noted that the t'osl differentials per )X>und rounhlv 
parallel the jiriee differentials, Ivxhihit 5 slums that, after the first 
step dow'ir in price, the cinnnlatise deerea.se in cost per jM)und ex¬ 
ceeded tin* cninnlativ(» deerease in price. 

In deterinininjj; nnit costs of .s;ile and dtdivery of Irakers* yea.st for 
each piii'c bracket. Standard Brands exclndt‘d inanufaclurinj; c-osts, 
transjxirtation exists, and hoiiuMiffice general administratis e costs 
(including adviTtising). 

Qi’^i:<rnoNS 

1. From tlu' viewpiint of Standard Brands, liu?.. what factors niiule the 
diHt'iential prict: system slwiwn in Exhibit ] a desirable prke policy? 
2* Art* there any reasons which might make the scale of differentials 
an undesirahh* price policy—iisi<le from asjxxts of go\ erninental regu¬ 
lation? 

3. Wirat ckiracteristk'S of tire market for bakers' yeast rruide it jKJSsible 
for Standard Brands to maintain a differential price stmctiire? Do you 
Ixdieve it resteti primarily on cxwt ditfr^rentials? 

4, Wm tin* pricx^ scale of Exhibit 1 SiKwffy iindestrable? 






Part V 




NO^PRICE COMPETITIOS 


Tick methods of connH^tition emplnvecl l>v Imsinc'ss c'i>tnpsinu?s cin- 
hrace niimerons devices other than price reduetions for increasing 
sales; these iiK'ludo such means as advertising, iinprovc*inerd of the 
product, use of brand names, and extension of ser\icx\s. Tliese nieth- 
ods of attrac ting business arc* designated b\ eccnuimists as '‘nonpricc 
coin[X'tition/‘ Alternatives to price competition are nowadavs so 
gen<.*ral!y employed by business c-ompanies that '*lo compete*’ has 
come to signify, fr<?(jn<‘ntly, to step up sales promotion, to improve 
product design or styling, or to rcMider Iw^tter services to cnstomcTs, 
Price coinpc*tition is not unkno\sni, but in manv indiistncs it is one of 
the less iiiipurtanl ways of attracting busira*ss. 

MKANING OF NONPHICK COMPKTITION 
Price ComftetifUm vermis \onpriee Comf}efition 

Companies whic h conijM’tc- primarily on a prici' basis acwpt their 
demand curves as given and attempt to intTC’ast* sales revenues by 
rethu'ing prices and selling a grcMter cpiantity. There is no change' 
in the* deiiiand curve; the firm inereh opi-rales at a lt>wer jx>inl on 
the same curve, as indieated in Exhibit 1, a. Nonpric-e cT>m|K'titioii, 
c»n the other hand, is fr<*cjuf*ntly directed toward treating sales 
through shifting the* demand curve, as is shown in Exhibit 1, h. In 
advertising, for example, tliere is an attempt tt» sell more of the 
product at the same price (or more at ;my givc»n price than could 
fonnerly lx? sold at tlrat price). Nonprice com|x*tilion, also, can 
lx» expressed thnjugli changing tlie product either l)y improving it 
or by deterioration. Through pnxliiet variation a company hojics to 
bring a more favorable relationship Ixrtween rev'enuc's and 
than could 1 h* achieved through retentkin of the same prcxluct, with 
or witliout prict^ reduction. 

In order to differentiate price ciimpcTition from nonprice coinpf^ti- 
tion, we can distinguish three cases in which firms ct)mpete wdth 
one another; (1) pure competition, (2) monopolistic compcftitkm 
with firms competing on tlu* basis of price, and (3) monopolistic 
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cfinijH'titioii with firins comprtin^ through uonpritt* uu*tli(wls. Para¬ 
doxically, ill pun* conipctilion, linns do not conipcli* on llic basis 
ot price because f‘;ich is so small a factor in the inark(‘t as to l>e 
unable to inlltience the market price. I'laeh cinnpetit(»r accepts iht* 
market pric«^ and att(mii)ts to reduce his costs as jniich as possible 
in order to increuse predits. In the process of doing tins, he may he 
abh* to expand output and add further to his im‘l revenues Pure 
coriiptdiiion is, in a slriet sense, a competition not of piier* bnt of 
cost and productive e(licu*nrv. On the other hand, through the effort 
to produce* more i*fficientlv, competitors, altliongh coinmonlv adtipt- 
ing the market price*, exert a csm.staiit downward pr(*ssure on price. 
It is only in tliis sense that pun* c'iimpe*titii»n can be* said to In* [)rice 
ct)m|H*tition. Tlie second case—that of numopolistic competitions 
with fimis isimpf'ting on the basis of priee^—is a more familiar 
one. The nuinlH’r of sellers is eharaeteristieallv large enougli to 
pr('vent serious injury tt> any one ounpetitor when another cuts 
price. But, b<*cause of the imperfection of the market and the un- 
hkrliho<Hi of direrct r<*tahiition, a price reduction often serves to 
attract ciinsidertibh? business. Retail trade alTords a good example of 
this midition. The third ease—monopolistic compt'tilion with firms 
com|)cting through nonpritv methods—ih'scriln's yvliat is probably 
the nu>st typical situation in business today. Here the characteristics 
of the market (e.g., fewiiess of sellers) makes price tH.)mj>t*titioii un¬ 
attractive. Nonaggressiye prite jiolicies. such as the biising-fioint 
sy'stem, price leadtTship, and price stabili/ation, are favored. Some 
priix> tHunpelition siiry'ives. of tniurse, but, in general, commercial 
riy alry is deflected into nonprict* compt^tition. 
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Cowtet of Xanprice Compeiiikm 

Like price policies, polides of nonprict' c^mpHitioii are con¬ 
ditioned by the structure of markets in whidi fimis do business. 
Among the more im{x>rtunt market forays is changing technology, 
which has greatly intTca.sed the^ i-oniplexity of prcxhicts ap{xantig on 
the market and which has luwvsitated such qiuilitative as|KX'Ls of 
the sale as continuing availability of serxia: and n.*pair parts. In 
number alone, the prcxlucts on the market tridax' fonn a vast and 
divfTsified inventory to bid for the t'oiisumer's favor. B\ the same 
token the increase in niiniber and technical complexitv of prcKhicts 
has made it more and more dilfuMilt for the tHinsumer to fonn ac- 
t'urat<‘ judgments on the relative desirahilitv of difl('r<*nt produds. 
K\en industrial purchasing agents find it difficult to evaluate’ the 
increasing minilxT of ne*w prcKhicts, such as synthetic filwMS, alloys, 
and plastics. Some assistance is availalde to In'ith industrial and final 
consumers from lalx)ratori«*s, hut the n’duction of all variations of 
<|uali(y and jX*rfoirnaiiice* to terms eif pricT is a practically iiiqKissible 
task. Cionsider. for example, the* calciilatifins which a manufacturer 
must make in choosing between alteniatf* makes of macdiinerv; these 
ncxessarilv involve* a rmiltilude* of variables, many of them based 
upon for<*easts of future trends; the initial price may be only a very^ 
miimr consideration. 

Imperfect knowledge on the [>art of hnyrrs has h*d sfdleis to spend 
moiiev in giving information about their prcxlucts, but, ordinarily, 
selling efforts have not stopped at this |x>int The* l)u\c*rs' lack of 
knowledge of the prcHluct h;is ako made it possifile tt> diflerc-ntiate 
the prcxhict througli brand names, packauing, and design so that it i.s 
c'learlv di.stinguisluxl (at least in the mind of the buyer) from other 
prcxlnc'ts. In the drug and cosmetic field, wlicre consumers find it 
difficult to form olijective judgments on jircxhicts. these techniques 
have Ix'en umxI with sjx’cial effect!vein;s.s. Sellers, aware that they 
can influence demand, employ advertising to rcinforte the differ¬ 
entiation of prcxhict and to intensify demand. 

Sellers have also turned to nonprict* compc'tition Iwrcaiise of a 
desire to hold their present group of customers. A seller W'ho de- 
jKuids on prko ap|>eal alone can retain hi.s customers only so long 
as he continues to undersell competitors. Businessmen, therefore, 
adopt forms of com|X?tition which cannot Ix' exactly duplicated by 
rival sellers. The conversion of Marshall Fielcrs downstairs store in 
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ld4ft from a t>iirKain haseinent, relying chiefly on price appeal, to a 
**buclget fliH>r ' with o<>i:npU»te aswirtnients. private Iwands, ami other 
feultiri^ of iionprice comjxstition, is an illustration of this form of 

Hm' decision to adopt nonprice measures of coin|>etition may f)e 
a voluntarv on<\ hut more often it is forced on tiie businessman by 
the nonprit'C comjx^tition o{ other firms. Formerly, th«* offering of 
free air by a gasolim* service station attrac tf‘d customers from other 
sellers, Tmlay, not only free air l>ut prompt cleaning of the winrl- 
shiehl, filling of tlur radiator, and mspct tion of tlie hatterv are the 
mininiitin of servict? which the gasoline n^tailer must offer so as 
not to 1 m* at a eoiii|M*liti\e disadvantage, Tiu* mounting gross margin 
rate for departinimt stmes over the last twenty-fiNc years is partially 
the r«*sult of involuntary eom|K‘titioii in services, 

A signifk arit factor of market strut tore leading to ntmprio' coin- 
|MTtition is the widespread adoption of nonaggressivt^ price policies, 
such as the hasing-|K>inl system, price leaderslup. and price lining. 
Fart l\' lias develojied the csritditions which lead to these price 
jiolieies, Oiue r^tahlished, these fiolicie.s prevent sellers from com- 
|K?ting in price. (!oni{M*tition is didleetcd to other avenues. The 
major cigarette eoinpanit^s do not ef>m|M'te in price, hut huge ad¬ 
vertising hudgt'ts indicate the inlensitv of nonprict* ctHiipetition, 

F.ven if the alteinativt' of price a>nijH*litit)n is opern to a seller, 
it is ofttMi less appealing tliaii nonprice a>mjH*tition In'cause of his 
uncertaintv as to the elasticity <it demand and the reactions of ctim- 
jM’titors. A priie tut iniglit firing in greatly increas<Hl s.des, hut it 
might also cause his conux'titors to respond with price cuts. More¬ 
over, if outlays on advertising are unsuccessful, he can retrench bv 
stopping the campaign. Init a pritv cut, once made, is withdrawn 
4ml\ w'ith dilfieulty. 

Finally, lx>lh ftderal and state governments have given strong 
rncourageinent to nonpria' comjx^tition by legislation to prevent 
prict* cutting In regulattHl industries, such as eh^ctric jiower and 
trans[M>rtation. miuprice methcHls of attracting business are the chief 
means availaliU\ Kesale pri^'-maintenanct? luw^s, legali/ed bv the 
Miller‘Tydings Act a.s tlu^y relate to interstate: commerce, have 
phiml a prie«' fliHir under iminv branded items. espc*ciany in the 
drug. coMiietic, iMKvk, liquor, appliance, and photographic equip- 
immt fields. The Kobinson-Palman Act, wdiich assures uniform prices 

^ S««^ MunhAll Y\t\d und lUt p. 127. 
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to buyers df the same trade status^ also emxjurages nonprici^ corn- 
|>etition« 


TYPES OF NONPRICE COMPETITION 

There are three prifkcipal forms assiiineci by iioiiprk*e compt^ti- 
tioir \ 1) variation in cpialtty and style, (2) sales proniotion, and (3) 
extension of services and other tenns of trade, lliese methods of 
ef)mjx*tition are sometimes aUernalives: frecpiently tl»e\ supplement 
r)ne another. 

Quality and Siyh Comjielition 

In relatiNel\ h'w markets today are firms er»gaged in selling C'om- 
peting staiKlardi7,ed jnoduefs. This is esp<*ciallv triu‘ i>f fiTial con- 
Mkiner gixidv. (i^omp^tition in ([oalitv. style* and de.sijgn is the most 
(.'(anrnoii form «»f nonpriee eoinp'tition. 

Hie eoiaept (jf ‘'(|iialit\” is In no means simple. It involves nu¬ 
merous varialdes, some (»f whieh can be mea.snred. others arc* in¬ 
capable of measureirieiit. Any one prcnluct can involve se\t‘ral (jiial- 
ilv \arial»l(?s. An automobile* for example, can be appraised as to 
dnrabilitv. gasoline nnjsnrnption, probable' frerpieney and cost of 
repairs* comfort, riding cpialities, safety, and f*ase of handling. Some 
oi thesi- charac'tc'risties can Ik- sulKlivided, thus cost of operation de¬ 
pends on the sp*ed at vvliit h the c ar is driven and tlu' roads over 
whieh it is used. 

(.kwnp‘tiliou in some industries has served to give the ('on.sutner 
snlxstantial improvc»ments over the years, and only part of the 
gain has bw*n reilected in lower prices; tlu! rest lias gone for Ix^tter 
(juality. Exhibit 2 c-oinpares pnevs and service life of automobile 
tires in the vears 1913-^17, In this period average tire life in years 
tripled, and, since antomohiles were lK*ing driven more miles p*r 
year at the end of the pericxl, the indicated incrc^ast* in durability wfts 
e%c?n greater. Econoniv of operation i.s anolhc.T icsp^et of C|iiaUty 
conip^titioii which cran \ye measured apjiroximately. According to 
tests made h\^ the Procurement Division of the U.S. Treasiu^y in 
1931, tlw? average con.sumption of five makcj^ of 6-cul)ie-foot refriger¬ 
ator was 44 kiUmatt-hours per month. A test basc’d on fourteen 
makes in 19?J8 showed average electricity consumption to have de¬ 
clined to 35 kilowatt-Iiours per month.^ Improvements such as these 

* T.S.E.C, Slono|*riiph So. 1, p. 04 (icnntiwjlf). 
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aifcircl suciY.ssive <K*casi<>ns for (inns to iii nonpricr c’oni|X'- 

tition. 

AltiKHigii many quality arc* physical]) measurable in 

tonns f>f jHTfonnance, as a rule it is impossible to translate these 
changes into jirice eciuivalents.' Where i|uality change's are of the 
intarigiblr sort invrtlving design, taste, and style, not even niescsures 
of physical iK'rlorinano* are available, li'et these* intangilde elements 
arc' often the chief determinants of consumer choice*. In womeirs 
clotiiing. for example, the indefinable element of style is far more 
im[H>rtaiit than is thread eonnt or tensile strength of the cloth or 
(piality of workmmisliip. I he success of a new nuKlel of automobile 
is determined more by (he design of the hocxl than by the efficiency 
of the motor. 

The dc'gree to which (piality comix'tition eniphasi/cs measurable 
elements of the prexhu t wirics with c'ommcKiities. Wliere industrial 
buyers constitute the chief market, there i.s a tendency to stress such 
features as ojK'rating i*cononn, tensile strength, and durability. In 
consumer-goods markets sellers find it desiralile to emphasize the 
intangible edements of quality, style, and dt'sign lH*cause these arc 

■ Mr, Aiuliw T < Aivirt an intrTntting aUrmpt to develop « price index 

fix aiilrnnit]iluU?9 nhich wcmkl reflet't cliangex rHit txiK In firu'c but almi in weight, 
whr’fl Wx*. jiiwl rxprrxm) in trniis of pri«re Jef. 7>yrwiniM:j» of Automt>hiif 

Defnaful (New York; (kwrut Motor» Ovpomtiofv 19;19L pp. WL>U7L 
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Icfss easily copied. Sellers of food products seldom mention their 
conformity with government standards of quality; sellers of dreiwes 
do not usually emphasize fil>er content , and distributors of cosmetics 
do not ordinarily refc^r to the quality of ingredients in their prtKlucts. 
Flavor, style, and attractive containers arc more important selling 
features. 

Tlu* practice of selling gtvxls at generally’ adopted price lines is 
a reflection of the basic (^>mj>etition in quality, rather than pritH», 
which pnnails in some industries. Although priev lining extends to 
many inarket.s at wdmiosale and retail, it is almost universal in the 
apparel industry. In womeirs dresses, for example, the following 
w hoh'sale prices ha\'e heaime establislitHl through habit and tradi¬ 
tion; 


$1 >{74 <^rh . . 

. . . $10.7.1 otorii 

1 71 

enrli. . 

. .$19.71 

2.2:» • ... 

12.7.1 ' 

r..7i 
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22 71 • 


.... 11.71 • 

7.71 

• 

. 29 71 ' 

3.7,> • ... 

. W.Tb • 

8 7.1 

r 

,. 30.71 «irn1 r»vf*r 


Rarclv, if <n'cr, are these pricc\s subject to modification by l>argaiii- 
ing ("ompetition among rnamifacturers producing for the $(i.75 
tlress market eent<MS not on pric<* but upm cjualitv of materials', 
workmanship, and especially upin ,vt\lr. Buyers, in turn, accept 
these price lines and coiic'^-ntrate attention on getting the best values 
at each of tire reeogiiiw'd price levels. In retail markets there is a 
similar, if less defined, clustering of prices at certain major pria* 
lines. The U.S. Bureau of Lalxir Statistics, in repirting 114 (piota- 
tions from 32 cities for womeirs medium-(|uality, woven elastic 
girdles, showed the following distribution of pric<* (re([iiencies on 
June 15, U>38: 
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Similar concentration of retail prices at a fw pricx^ lines is evident 
in otiurr typvs of incTchandi.se. Prior to the w'ar. the retail price.s of 
vacuum cleaners, for example, w^ere usually spaced at intervals of 
$10.00 from $;39,95 to $79.95.* For some products, priar lines are 
* T.S.E,C. M/jmognrph So. 1, pp, 70-71. 
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jMeiwn-ed by mcxlifylng quantity rather than quality of the product. 
The usual [>ricc lines, dictated by customer convenicncH;, of 5 and 
10 cent* for chocolate candy bars led one large manufac'turer to 
adjust the weight of hLs products, as indicated in Exhibit (I in the 
perhxi 1926-32.^ 

IN sr/i:<>i ( ii^x ui.atk ( andv u.aus, :a 
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Promotion 

As i\n iilteniativi^ to varvin^ lht‘ piodiut, mao\- Imisiooss com- 
paiitc'S In inciiniiiit Hollinjj rxjM'n.srs wliidi are dinttt^d 

primarily al (Wilinj; (l<^maml. rolltMtih (*lv. tbrsr < \p<‘h(htuivs ran 
hr rallrc! “Salr.s promotion/’ Ainon^ thr mtnl spr<‘tarular is adv«T- 
tisinjj'. vvhif'h involvrs ontlavs for urvvspaprr and ina^a/iur piih- 
licitv. (lirre t mail, rataKiilurs, radio programs, windfnv disjdays. and 
parka^im;/ Hir hasic ( liarartcTistu' of tlit'sr r.VjXTKliturrs i.s thjit 
thry air iiiHlrrtakrn with a virw to iiiflmairin^ thr huvn. though 
somr rhiin^rs of thr pliysiral form t>f thr pnahirt. as in parkatrinj^, 
mav also hr iinolvrd. Ohvionslv, in sonir rases it i.s diiiicult to dis- 
tinmiish rhanjUrs in thr jirofhirl rxprrssly drsi"nrd for tluai rffret 
on thr loiistnnrr from llunr which ha\r snhstantivr utility. Who Is 
to say whether a catsup hoftlr which is CKuivenirntly de'signrd for 
taldr use may not also hr thr one whose contours catch the con¬ 
sumer’s eye on tlir .snp<‘nnarkt?-t shelf? 

Rclalt'd lo ud\ rrlisinjn is the use* of tradr*-marks and brand names. 

MW . i> 7:y 

* In J'fMT. rxjirmitnirft .ttlvrrhMrij; ivi^arlv $4 hilJitm, of uhuh $1,222 

\\n\i ior itt'wttjujiHn S'.’SAl mitluMi iof rtulio. $4ft5 ifiiHifin frw 

for dirtHl iiutl t«iKl 11.151 imihon fcitr 4 II titKctr nWia 1 Ze4*<4, 

*ni4’T S. AtUrUistinis V'oKitm- N«^‘ r«nf#4?yj‘ Ink, Ami! 30. lO-WI, 

p., 
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The purpose of these is to furnish an easy means of id«nitifying a 
particular seOer s product. It is conceivable that brands might be 
employed merely to imable the buyer to identify products emlxHJy- 
ing certain measurable cpiality diOereru't^s. But usiiall)' scdlers com- 
l)ine the use of iirands with advertising, which attempts to [lersuade 
buyers that the pro<liiet has certain desirable intangible characteris¬ 
tics whicli are uni(|ue or which it |K>ssesst*s in greater degree than 
eonijx^ting gtKKls. The brand is built into a lirnittril nn)no[K>ly with 
a rt'gular following creattHl by advertising. 

'rhe effectiveness with which trade-unirks and brands can protect 
a prodncl agiiinst price coinjX'tition \aries with diffenMjt lines of 
g(HMls In fields in which comparisons are relati\ely simple or in 
markets whf*re linyers are well e<juip|H*d technically (as in inanv 
industrial-goods jnarkets ^ there is a strong lendenev for buyers tt> 
sw ifeli to eom|X ling brands as sixni as stibstaniial price differences 
appear. On the otlu r hand, when* the consumer is iinalde to com¬ 
pare ri\al brands intelligently, the effective use of brands and trade¬ 
marks fiecjuentlv permits wiile priiH- differentials to be niaintain<*d 
lK‘twt*eii sirlualK irh'iiticiil products. 'Phe lack of eorrespondena* 
betwiTii pri(e arul t S J)t*par(inent f>f Agriculture grades for three 
forwi products is sh^l^vn in Kxliiliit 4. In the case of groci-rv prcKlucts. 
the c’l<‘iuen( of taste is so sul»jecti\e that compari.sons among brands 
are Ner\ difficult, and. as a result, sellers are presented with an op- 
portunrtx to cnMte deuiand through nonpricc* cxniuHtitifin, Similar 
situations exist in inaii\ other lines. A Fc'deral Trade- Ciofiutji.ssjon 
investigation revealed that the G»H>d>ear Tiro and Biibln'r (aunpany 
.sold tires U) Sears. IhH-buc'k under the brand nann* “All Stale" w'liich 
were of the ,vanu» quality as those marki‘t»»d by (kxidu^ar under its 
own “All \\’eather“ brand The difference in whoU'sale pric:t*s l>c* 
tvewn tlicstr tw'o brands rang«*d from 29 to 40 per ct'ut in the |K^ricKl 
1927-G-l- At retail. All State tires were sold at prices 20 to 25 per 
ct^ut below' tho.se of All Weather tires.' The most striking illustration 
of the insulation from price cornjx^lifion affonied by hraiKi naftic.s 
is in the drug and cosmetic field. l‘he consumer is aluuist completely 
luiinfonned a.s to the merits of rival prfKluctS; few- are aware of the 
significance of spc*cifications of the United States Pharmac-0{xria. 
Here pfitent medicine advertising has free ri‘in. 

WIktc brands are “fair-traded'* under the resale price-main- 
tenana? laws, price comjietttion is effectively ruled out. In these 
‘Federal Trade I>ocl(rf Nrt. 21J6. 
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!titimti<ni.s CM)mp<*tition, wlien it exists* must ne<:'t^ssa^ily l>e in ad¬ 
vertising, sei vice, and other iioiipriw forms. To some extent private 
brands supply alternativcvs on wliieh price competition can take 
place, bnt these an* not universally available, nor do they constitute 
cc,>mplete substitutes for \vcU-ad\erti.sed brands which have f>ct?n 
“fair-traded.** 

Other devictrs of sales promotion include p€?rsonal selling, free* 
distribution of samples of the pnxluct, give-away <x>ntesls (which 
have gained such great jHipularity in recent yt*ars), and other 
inetluKls. such as the use of coupons exchangeable for other prod¬ 
ucts. With regard to personal selling, it should l)e noted that some 
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use of salesmen s time is for ‘’production/' such as making estimates, 
giving instruction in the use of the product, handling complaints, 
and making collections. But it cannot lx* doiiUted that the chief use 
of salesmen is for promotion of demand for the product. As such, 
p«?rsona! selling is an alternative or supplement to other means of 
sales promotion. 

Competiiion in Serv$ce§ and Other Terms of Trade 

In the iiitrcKluction to differential pricing in Part IV’ emphasis was 
plaaxl primarily on differrnces in the aniditions of s:ih\ siicli as dis¬ 
counts and freight allowances, whic'h could Ik* directly translated 
into terms of price.' There are main lenns t>f trade and eollatcral 
sf rv ices, howev er, which cannot easily he commuted into priev dif¬ 
ferences. The incr<‘aset! resort to leniprice cuinpetition has led manv 
sellers to use “escape d(*\ ices * in trrder to attract trade. A compre¬ 
hensive list of these metluKls of inodih ing tlu* terms of sale is pre- 
sented in the appendix to this intrtKliu tion/ It will he olrserved that 
a fe>A' of these* ('once.ssitms. esjH-eially those in the first gunip. can lx* 
directly expressetl in price (enn.s. 

I'he inahility of hiisines.sinen to tromjx’te in price Ix-eause of legal 
liarriers has freqiu'rith' let! to ingenious inethorls of ii<mprice com¬ 
petition. I'mler the N.H.A,, when pric^es were eontiolled hv code 
provisions, a retail druggist in (California, nnahle to cut priet‘S, <*in- 
plovcd a medium to give free psychic readings to his customers. An 
aiitoniohile dealer was accused of price* (’utting Ihkmiisc he Ixought 
six suits of clothes from a tailor to whom he sold a ear.'‘^ In many 
ca.se.s, of c'oiir.so, the serv ices form an intf*gral and necessary part of 
the sales transaction. Hie purchaser of an untoinohilf* or household 
appliance* reasonably Icxiks to the manufacturer to maintain ade¬ 
quate facilities for repair and replacement of parts. Tlie con.scien- 
tiou.s effort made b>‘ many .sellers of technical gfKxls to supply con¬ 
tinuing service for their products Ix-speaks thf‘ inijKUtance of this 
form of nonprice a^mpetition. It is to lx* clearly disttnguishfn] from 
the proliferation of unwanted services, which exist.s in some fields. 

EFFECTS OF NOXPRICE COMPETITION 

The results of competition through other means than price can 
lx* considered from the standpoint of i 1; tire business company 

* a p. 24IM9. 
a. pn. ,S51 ff. 

T.S.K.C, Monograph So, I, p. t50. 
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which employs these methods and (2) the consumer whose welfare 
is affected hy tite shift to iKmjiricc competition. The point of view 
of thi.s hook is primarily that of tlie business ctnnpany; however, no 
business (wlicM^s can be adjud);;ed sound in the long run if they are 
basically detrimental to tb<; interest of the consumer—hence the 
for coiusidiTing tin? effect of busiiwss jwlicies on the latter. 

E00ct» on Bumnem Companiet 

The ns«r of nonpriar coin|Kdition protects the seller to some extent 
against prictr cuts made by competitors. Where the indcjrendence 

ExhMt 5 
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iK'hifnrd in this way is cwisiderable, a ciimpany may rnjnv higher 
than nnrmal profits. Inclnstric^s in which sales promotion expendi¬ 
tures iire significant liuve, as is indicated hy E.vlnbit 5, expi'ricnccd 
larger profits than the average of industrial companies." Nonprice 
anniw-tition can also bring direc’it Inmefits to the finn in larger vol¬ 
ume of sales. Under many circumstances this gn?atrr output can he 
pr<Hlu<,%Hl at lower unit costs, which incrcivsc^s profits more than pro- 
jiortionally on the additional units. As a defensis c mcMsurc. nonprice 
t'ompeiition may also lx? prcferuhle to price cuts because customers 
who might he attracted to cxmipt^titiins by price cuts arc more likely 
to remain securely with a seller who differentiates his product either 

Th<* CiflUSAl rrUtiunikhin nmy tie the oUitt W4ky juround in fonir Ci»^; firrnf may 
i!»|i<niul mtwr <m iwJ'iNPciinwr ibry ham? hod a favtirabie firciftt cxjinirwct^. 
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hy qualitative differences or by «!rv1ee or advertising. Nonprice com¬ 
petition, in other words, is a superior method of retaining customer 
good-will. Where sales {n'omotioii is listed skillfullv it is capable of 
n^ueing seasonal fluctuations in sales and stabiU/.iiig pniductian 
and €nnplo\inent. I’he Prcxier and Gamble ( oinpain churns llmt its 
(>pc‘iatians have Iktu stabili/tHl in this way. On the other hand, .stwne 
retail .sales promotion app*»ars tt> uecentuate sales |K^aks, as in tlic 
cAse of department-store trade at Christmas and Easter, (iornpanies 
which have Ixhoou* wtH known through sales pi<»niotion also find 
certain collateral acKantages of operation, sucli as ea.sier procure- 
nienl of perscmnel and facilitated sale of securities. 

Sales promotion is la^t without disadsanlagr.s ti) tht‘ eompany 
rniploying it. [.urge adscrtisiug budgets are in the nature of re¬ 
curring rash oullavs which must lx* sustained to present sales from 
falling. A substantial aiiUHiut trf advertising mnst be l(M)ked on as 
tin* competitive Imrdf'U of rnaintaiiunu a shart‘ of the market, not 
of enlarging it. The institution f>f stvle tvcles and annual iiumIc] 
t liitTiges irj some induslries leaves firnis in a precarious position 
whtue each new stetson preM'uts a gamble. In the autotimbile iti- 
dustr\, for example, th(T(‘ Ihoe been marked diflerence.s in the 
(ompetilixe stiece% of vearK nnKlels. (,'ompaiu(*s wlneh resort to 
nonpric<’ (’orrifX'tition expose them.selves frequentb to tionas.sessablc 
risks. On the whoh*. however, businessmen appear to preler thews 
risks to thoM‘ of price eoniHX*titinn. 

Kffccttt on the Conmnur 

Much of the foreg(»ing discirssion has indicated the effects of non¬ 
price ctuiqxtition on tlie c'on.sunn r. fn some cases there' sexms to be 
little doubt that he has been b<Miefited by competition in {|uality. 
The improvements in many technical prcKluets, such as autoiiK>biles, 
radios, and home appli^u)ce.s. over the last three decades are obvi¬ 
ously advantageous to the c'Onsumer, and these changes have Ixen 
Ixrought chiefly hy competition in qiialit)'. Although less evident, the 
improvement of inchcstrial goods, such as stnictural stcxi, chemicals, 
and electronic devices, has also contributcrd rnaleriaJly to improving 
(>roduction pn>cesses and products. Tlie hxusing of .styh? coinjxti- 
tion on a Telativcdv small numlxT of price lines in the apparel trades 
has likewise had many advantages, rwlucing the cwts of carrying 
inventories, rc'ducing selling time at wholesale and retail levels, and 
simplifying the problem of s<dection for the final consumer. In some 
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csLUts, but not all, sales promotion has stimulated demand to such an 
extent that, with declining costs of production, the product has be¬ 
come available at a lower prici* to consumers. (The exact results of 
sales promotion depend on the shape of the demand and cost curv'cs 
and on the effects of transference? of demand and resources from 
other tncliistries.) It is possible, moreiwer. to count as benefits the 
incidental advantages which sales promotion offers, such as radio 
entertainme^nt, a cheap press, and certain “free” ser\'ic?es. None of 
them, of t'tnirse, is tf) be regarded as a net gain, and all could prob¬ 
ably Im." more cheaply gotten by direct rather than by indirect ex¬ 
penditure by consumers. 

Conclution 

Tile disadvantages of nonpricre con)|x*tition have l)een strongly 
eTnphasi?;ed, if not osTremphasized, by many critics. If the emt of 
securing a priKluct which is sold through nonprice C'ompetition (such 
as advertising) lie compared with the cost of producing it under 
pure competition, where, by definition, there c'oiild lx‘ no advertis¬ 
ing. it may Ik* more costly to prcxluce the product under nonprice 
(x>mjH'tition. But, as Ims Im’cui indicated in earlier parts of this vol¬ 
ume, the rarity of pure (’onipetition among actual market structures 
makes this comparison of little practical innw)rtaf>C'i\ Giwn the de- 
gn?e of inip<?rfection which sc'cms an essential characteristic of most 
markets, the* (|iiestioii is; IXws nonpricc c'onux'tition necessarilv 
increase price's to the consumer? Where then* is no net expansion 
of market demand and wIutc firms are engaged in competitive 
advertising, it st*ems clear that prices will 1 m' increased bv nonpricc 
conipetition. Ibis restilt certainlv follows where ncmprice cx)mpe- 
tition takes the form of sale's pnunotion. Hie judgment on quality 
and style <*om|x*tition is more difficult luxausc* it involves some de- 
tenniiiation of Ik>w many styles and how much differentiation of 
ponhict cx)nsnniers really >vant In the absence of more objective 
criteria, it must Ik* cxnicluded that they want as much as thev are 
willing to |>av for under conditions of adequate information about 
altcTiiatives (e.g., under these conditious a cx)nsuim?r might choose 
Iwtwtx?!! a brand-name tomato juitx' at 15 cents pi*r can and U.S. 
grade A tennato juice at 13 cents pc^r can). 

Perhaps tlu* strongest objection to nonprice eom[>etition is that 
as more exjH'nsivc impmved products are placed on the market, the 
lower-priml stnp[M*d models fnx]ueiitly disap|>ear. Despite great 
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competition in technical quality of aiitomohiles. they have not come 
down in price. A partial answer to this ol>ji*ction h that. In chirable 
g(KKh at least, the secH>ndhand market .satisfies the nee*ds of those? 
who want lower-priml products. Another objection is that adver¬ 
tising has in some cas<*s been used to mislead ctni.surners; but in 
iuxuraev it must he acknowledged that the standards of most large* 
advertisers are alxn e reproach. The difficulty seems to lie more, not 
in delilx^rate deception, but in failure to give mort* objective in- 
fomiation alxnit the product. So far as the eonsumer is c'oiiwnuxl, 
it is not easy to strike a balanee between the advantages and dis¬ 
advantages of nonpricc* competition. 

si (x:EsrKn hkadixgs 
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APPEXDIX 

UndtT the N.R.A. codes, businessmen W'ere frerpieiitly forbidden 
to cut prices. As a result mime rous forms of evasion sprang up. Tlie 
following list of cf)nce.ssions designt*<l to influence sales was prepared 
by the Division of Indu.strial Economics of the National Recovery 
Administration: 
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L primarily related to tirrw’ of buyer's paymeot: 

I>lsc'€)urits. 

‘n'erfos" uiul “comlitions" of sale or [Kiyroent, 

(.redil prat-tiff's. 

Credit teniis, 

< 4ish (lisi'OnTjts. 

Peril kIs of Iree creilit. 

Interest rale iHryund free-cn-dit jKfriod. 
iJaticigs. 

SeuvMial datings, 
liistalliiieiit smiles. 

Deferred pavimmt. 

Anticipation of bills. 

Sales ((» delirtrpieni aerontits. 

Sale.s not eontjiivvciit njxHi bnver\ credit standing. 

Payment due when inc»iiev ri'ceived from other sources. 

Hetained p rcentajies. 

2. (amci-ssams |)riiiiarily related to risks oi hnver: 

(uiaiantees. 

F*rk*<‘ gmirantees, 

Coiitrads lor cbdVrred delivery not subject to price chani'e. 

Price' oiler not snbjtvt to chantre 
Advanee notifieation of priee c^hann;*'. 

Delay int; iicHa'plance of order. 

Options. 

X^ri'ements indelinite a.s to time or <piaiititv. 

OHers without tune liiiiit. 

Offers n<»t <*vpirin^ within spceifit^l peritnl of tiiuf'. 

Ofleis vvTthciut withdrawal provisions. 

(oiaranties apirnst defeetivf' (»oods. 

J’roduel c;uaiantei\s. 

Produc t miarantees a^ain.vt cjtluT than def*'eti\e iiktc handise. 
Cntlorin preahu t guarantees spe^tafied in code. 

(hiarantee.s iti es< c*ss of manulaeturcrs’ warranty (distnhuling and 
(uhneatm^ eodes). 

Maintenanee guarantees. 

Adjust inti inciinf*et sbipinenK 
Acceptin^ n*turn of merchandise. 

Acieptinit return of olxsolete, disc^nitiniied or “unsalable'' mcr- 
efundi.se, 

E«cd u n erjII^ rnc' rcha \ idi.se. 

Ac'ceptin^ return of other than defective uierchandijie. 

Ih'purchase agrcHnneiitii. 

"Money*back“ aj;re€*menls. 

Sab*s subjt'ct to trial. 

Sales on approval, 

Shipiw^nts withcHit ordt^r. 

Sales on c^msignuRmt or nH'riKinindum. 
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Storing goods with customer. 

Dismay tor direct sale in customer’s store. 

Renting or leasing industry* pnxlncts. 

Resale guarantws. 

Agmnng tlwit payment l>e governed by sales oi sectmdary product. 
Aca*pting orders for specific jobs Ix'fore l Uitouier secures award. 
Guamnteeing accounts tine customm. 

“(.'oiniMMisation of customtT lor business losw[^s.” 

Unilateral agreeineiits (htiver not iMunid ). 

Contracts c-ontaininu; [H;nally t lanses 
Contracts c<»ntaining iiquidatei) d(»niiiges clauMS. 

Contracts not subject to adjustment necessitated by noncontroHable 
fact<rrs. 

Assuiniiii^ liability fur iionperlurrnaiice caused bv iioiKxwtrollable 
{actors. 

Assuming lialiilitv for damage tc» buyers lirawings or eqiiipinent 
causi'd bv noncoiitmllable factors. 

Assuming liabihlv for err(»rs in plans or specifications furnished or 
approved b\ buvei 

Assuming liability ior eonseqnential ilamages, 

Assuiumg liabilitv lor patent infringemenl. 

F'ailure to give atlvaiuc* luitice ol di.se<*ntmuefi lin»*s, 

CaiTKi ssions prirnarilv related to siippiying additional gcnids: 

Aiiv gratuities. 

Free deals. 

Pn i n in ms. 

Sales f»f <»llier or ad<litional gocxls at rednct*d prices. 

Corn})!nation sales. 

Combination offers. 

(Coupons. 

Samples. 

Scrip lHi»ok.s. 

Price,s. 

Sale's promotion awards. 

(,’nnlaiiiers. 

SjX'cial C'ontainers, 
l.alHds- 

Specia! lalnd-s. 

Sp«*CTal 4*fpiipmenl. 

Accessories, 

Certain advertising material. 

Di.splay materials. 

Printed matter (other than advertising material). 

4. Conev'ssions ri‘Tider<?d buyer through use t>f seller s rntployws or 
pro|>erty: 

Any unusual service. 

Providing .sales help, 
remonstrating. 
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Kaitimjitifig. 

Funiiahmg clnivvings. 

FitntUhitig plans and K{)ecifications. 

Funvishtng Mirv*»ys and formulas. 

Installation and <*rection. 

Furnishing unusual proct*ssiiig .scrrvicfs sjxHrififd in c<Klrs. 
Stampings or markings. 

Rc^pair and iriaiiitenance. 

Krcoiiditioiiirig. 

Engiiirrring strrviees. 

Iluitdliiig. 

Crating or |>a(:king. 

Heoackirjg, 

Delivery servic't* by seller's tnicks. 

Warehousing and storage. 

U.*ii(ling of ecjiiipiiKMit. 

FVrnutting retention of trade-in ifpiipinent. 

5. ConcessifULs reiider«*d buyer thnuigh iinaucial assistanie or furors: 
Favors. 

Kntertainnient. 

Patnini/ing publieations in which hny«»r is inteiesteil. 

Participating in group .show'ing. 

Gifts. 

(iifts tt) organi/atioiis ( in which buyi r is inter<*xted). 

Paying liuyer's [>ersoniil ex}H*n.ses. 
flaying |X‘nnit or ins[M*ction fe<*s of buyer. 

Paving cusloiner's itisuraiu'e. 

Paving custonuTs advertising exjwuises for products other than 
nieinb«'r‘s. 

Assuming reversed telephone or telegraph charges. 

Assisting enstomei to obtain lua’d poKliuts lor trade-ins. 

.Assisting mstomer to find piirchaM»r for used proilmis. 
Suhsuii/ing or finaiietng buyer. 

F.inploving custoiuers, emplovee.s. relatives, associates. 

Purchase of buyer's capital stock. 

Financing fwymcMils due cuslomer, 

6 CoiKvssions lelated to manner and or time of shipment; 

Split shipments. 

shipments smaller than specified niiniimim. 

Tolerance in time of shipment. 

D<‘ferre<l delivery. 

7. C'oucevsions through payment or diversion of cnmmissiotis or fees to 
customer; 

PayrutMil of enmtnissions or fe<vs bv mimilx^rs to buvers, 

Pavmeut of anunn-ssHms or ftvs f>y memlH?rs to othc*r than bona 
fcde or controlled sales repn*sentativ es. 
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Pjiyment of cominissiuiiii or foes by members to purchasing agetits 
c^ompensattHl by buyers, 

Payment of commissions or f€*es by agents of ineml^ersi to buyers. 
Splitting of etimrnissioiis or fees fn* agents r>i memfiers with agents 
of huyt'rs without buyer's knowletlge. 

Splitting of comnussions or fees by niemb<''rs or their agents with 
buyt^Ts or their agents. 

Payment of brokerage to other than l>oiia fitle brokers, 

S. Concessions through ullowanc'es or jxis ments for s aliie renderetl by 
buyer: 

Allowanctrs. 

Trade-in allowances. 

A d ve rt is in g a 1 lo wanc<‘S. 

Catalogue allowaiu es. 

Distribution service ullowanc'es. 

C ’ontainer allowaiuvs. 

Installation allowances. 

Allowance for fiirtlnr j>rcK'essing. 

Maintt naiice or repair allowance. 

Il<.*ntul allowaiKcs for .space hir<*d. 

Allowarjct* oij supplies iuniished by purchascT for prcHliictton of 
pr()duct (Ji'dered, 

Cartage allowances wiu*n buyer receives goods at factory. 
All<»\vance for special service. 

Laln-l allowaiUHS, 

Purchasing from buyer. 

Renting from buyer 

9. (.Concessions through acceptance* of c«>Tnp«*titf)r's nuterials fonn 
husers; 

Exchange of own f(»r competitor's prcKlucts. 

Purchase of competitor s products from customer, 

10. C.f>ru.'<*ssinns through .sale of substandard (dis«>if*lc gfMKh: 

Sale of seconds. 

Salt* of used gotnls. 

Sale r)f damaged gfMKls. 

Sale of reV)uiil or overhauled goods. 

Salt* of demonstrators. 

Sale (jf obsolete gfJtKls. 

Sale t»t (iiscontimied line.s. 

Willful manufacture of substandard priwhicts. 

Sale of returns. 

Sale of strap. 

Sale i>f chafl. 

Sale of culled gmids. 

Sale of suq)lus stock. 

11. Conc*c!ssiotis granted during |>c*rformaiicr cfmtrary to prr>visions of 
agreement: 
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Dc*partiire from credit tenm of contract. 

Si^ttlemcnt of old accounts at l<^s» tlian full value. 

Pemiittin^ im|>rc)j[M,*r d«*<hicti<ms when buyer remits. 

Pi*nn»ttff»g buyers canc^dation or repiidiation. 

Sub.ttitrittoi) (fi higher quality or greater cjtuintity of gooils. 
Siib.stitution of new contract at lf»wer price. 

Heceipting bills Iwrfore payment. 

Extending or exceeding contract. 

f.*ollateral agreement not to enforce pui of contract. 

I)*q)arture from de!iver\- date of contract, 
llc'trc►active settlement or ad)ustifK^ntN. 

12, Acceptaiua* of forms of payment in wfiicb concessions may lx‘ con¬ 
cealed: 

Ateepting securities 
Acceptirrg buyer’s capilal st<K‘k. 

Accepting goorls from buyer. 

Accepting real or ptTsonal property. 

AW’pting ncgotianle instruments, 

Ae«;e[>ting (»dier than lawful itioncN. 

Accepting credit transferreci from one bnver tr» another 
Scdlfitg for customer account and uccepiing proceeds for < reclit, 
Aarpting form of pa> inetit otlier than spfX'ific<l in (’o<i<*. 

Accepting r«?ntal payments as part pav merit on purcliases. 
Accepting ileposit made: tr> another iiuuiiifacturcr. 

Assignments (of retvivables, etc,). 

13, Tspes of agre<niu'i»ts. ofitTs. insoicing. etc,, by moans of sslitch enn- 
ccxsioiis may Im- coiia’alcd: 

Oral agn*emcnlN, 

Oral offers. 

Oral appraisids. 

()ral orders. 

False billing. 

False ordtTs. 

False receipts. 

Fals«* ugrc'cinents. 

False offers. 

IVlayed billing, 

Mi.sdAted iiuoict'*. 

Misdated lontracrts. 

Mi.s<hited or<lers. 

Misdated offers. 

\ I miati'tl receipts. 

Invniws omitting terms of sale. 

1nvoict?s omitting date of .shipment. 

Invokes otnirting .vpvtfii'atirnis. 

Invoices omitting cither sp.»cific»d detail. 
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Agr«fwients omitting terms of sale, 

Agret'iTH*nts omitting date of slnpn>ent 
AgretMnents omitting specifications. 

Agret^meiUs omitting other sp<*cifird detail. 

Oilers omitting terms of sale. 

Offers omitting date of shipm<‘iit. 

Offers omitting specifications. 

Ofh'js (»nittiiig other sjH'cificd detail. 

Orders omitting terms of sale. 

Onlers oinittifig dale of shipment. 

Orders oniilting speeificatioiis. 

Ortlers omitting other speeifi<‘d detail. 

Split hilling, 

Lump sum tiffers. 
rj»il<‘mi/ed hilling. 

Ordt^rs not snijject to riienilH i’s aeta j^tam c*. 

Auction salt's, 

1*4. Tspes t»f agn t'int'iits. offeiA. iii\oiling. tMe.. primarily designed to 
prevent the <oneealing of coneessions: 

I'niifjnn <;t»ntia<t form, 

Lnilonn <»iiler form. 

I'niftarn hid or quotation form. 

Slant lard invtiite form. 

Standard leasing form. 

Form of contract" 

’''*■'7 ..V.r.r,' Moiuifirufth \<i. i.pp 

Cum V-/ WMIiWAL IIUXJIUCAL St PPI.r COHPOnATJOS 

In l>ec‘<*inl>er, HI47, the National Klectrical Snp[>!y (arrporation 
faced a decision a.s to which elements to stress in its scdling ap{H\t!. 
For mans’ sears the nianagcrnc'nt had jjridt^d itself on llu* sujx'rior 
(piality of its products, and it w^as gcMUTally asMinit‘d that hiivcrs 
were more iiifluenc'c^d hy quality than hs other factors in pnrcliasing 
these j)roduct,s, Tlie c'ompaiiy’s advertising, therefore. (*iTiphasi/ed 
the high-cpialilv staiidarcls niaiiitaim^d over the? full range of iU 
pnxhicls. 

(^>ualit\ was particularly important in the use of electrical sup[)ly 
items such iis those sold b\' the company, In'caiise a failure in per- 
fomiancT could “knock out” a pm'cr linc^ for a priod of hours until 
n'pairs could lie made. Def<*ctive parts necessitated Teplac'cineiit 
operations at inconvenient hours, in adverse weather, and at addi¬ 
tional expense to user companies fx'cause of overtime pavements. 


^ Putitimis najmF. 
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Moreover, when a line w^as “knocked out,” there was not only the 
loss of good-will of elcfctricity consumers to consider but the sub¬ 
stantial loss of reveriites so long as power was shut off. It w'as im- 
pf*rutiv«‘, therefore, that higlw]uality standards Ik' maintained for 
supply items of this sort, and to this end the National Electrical 
Majuifaeturcrs' AsscK-iation set miiiiinuin quality standards, in the 
jwriod I93S-40, for ust* in the trade. By 1941 practically all manu¬ 
facturers of iluvse eh*(‘triea! supply items wa^re consistently meeting 
these* standards of (piality. It was generally recognized that, in order 
tf) corn[K*t<‘ in thi.s field, niamifactiircrs w'cre forced to make product.s 
of high quality. 

Because of the gem'ral adoption of quality standards by com- 
IK'titors, some memlK'rs of the management of the National Elec¬ 
trical Supply (^or|Viration r|nestioned wliether continued c'mphasis 
of <]iia]ity constituted a strong .selling appeal It was decided, there- 
fort‘, to survey the buying motives of the industrial consumers of 
these prcuhicts. The comjiuriy s director of market research was re¬ 
quested to draft a (|iiestioiinaire embodying the principal inquirie*s 
relating to buying motive.s. A random sample of 169 firms, con¬ 
forming |MTcentage\vise to the geographical distrihiition of con¬ 
sumers and to the ty[X‘>s of consumers, was employed. Actual inter¬ 
viewing w'as done by a nationally recognized market research finn, 
so that the company could remain anon\ ?nous\ Tlic questionnaire 
w*as ilt*vised so as to eliminat** as far as jxissihle bias and rationalized 
answers (i.e., answers which “sounded gofxl" to the resjx^ndent hut 
which di<l not necessarih represent his actual attitude.s or actions). 
Interviewee’s were directed to cpjestioii the p<?rscm or ptTsons within 
the s<4eclcd organizations who wvre aciualK responsible* for choos¬ 
ing the brand of -'«i»ppl> items to Ik* purchased. 

When the results of the sur\ey were talnilated, in April, 19-18, it 
was discoveri'd that the factors of cjualitv and ser\ice w*ere the most 
populir buying motives, as indicated in Exhibit 1. “Recognized qual¬ 
ity of products” had IxrtMi explained to resjKindents bv the inter¬ 
viewers as meaning the general acceptaiuv by the customer of the 
aunpany's reputation for making g<H>d prmhicts. “Technical exetd- 
lence,” on the other hand, indicated satisfactory exiw'rience bv test¬ 
ing the product in use. “Serviet*” was inteiqireted a.s promptness in 
replying to c'orresjxindence mi the part of the seller, quick and satis¬ 
factory' handling of complaints and disagreements, and the render¬ 
ing of special .service.s. 
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In response to the question ‘^WTrich of tlie alxne rt^asons [those 
given in the preceding question] is most imjjortant?*' it was dis¬ 
covered that service outweighed otlier considerations, as indicated 
ill Exliibit 2. Officials of National noted that the factor "prict?” was 
much less often mentioned thiin were cpiality and 

A third t|iiestion re bled to the n^sjxmdenl s opinion of cjom* 
{Mating brands. It w;is: **In your opinion which electrical supply item 
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manufacturer has the most satisfactory product?” Respondents were 
asked to \ olunteer the name of a company in an.swer. The rt*siiUs 
arc talnilated in Exhibit 3. Executives of National noted the large 
immlKT of res|xnKlents wlio believed that ther(* was little* diffc*rent'c* 
among brands and who could, therefore, pr(»sninably lx* influenced 
to buy any brand. 'Hiey also noted the greater preference for Na¬ 
tional among purchasers of Product A than among purc hasers of 
Prcxlucl B. Further analysis of the re.siilts rexealed that those 
respondents w’ho chose National as "outstiuuling'’ generally 
sidered "quality of product” as their prime buying rnotixe. In t*on- 
trast, most other purchasers spextfied ‘'service?” more often as a 
dominant buying motive. Officials of National concluded that pur- 

' Priira for th<? prodiui^ of most manufaciurm of fJiHtrffal supply item* did wX 
vai)’ greatly. Tlie triree largest ('Oinpanies act<ninH*d for W per eml of ifHal mUts. 



362 


BUSINESS ECKJNOMICS 

E^kihU 2 

MOST IMPOKTANT RICAWNH FOR SKI.W'TINf: A PAHTICri-AR 
BHANJj OF ELIXTHICAI. SlTPl-Y ITEM 
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chttM^rs niting (|viality alKive otIu*r t'liaracti'rishcs tended to biiv from 
National, while those preferring serviet* tended to buv from com- 
petitors. 
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Oil the basis of the findings of the $urvey» l!ie director of market 
research presented several recomtnendatimis to manageinent. 
Among these recommendations were the following: 

1. That National advertising feahire, whf-newT ]:K>ssiblt\ ihe advantages 
of dealing with a company whiib always stands n ady to off«*r "Serv¬ 
ian to its customi'‘rs"’ 

2. Tliat the fi«'ld organization and th<" geru'ral (iffiei* aiiswrr rorrev|>oiKi- 
en(<‘ promptly—preferably within twi ntydour hours 

I That the ctjrnpany make every effort to adjust Loriqdaints to the cus¬ 
tomer’s satisfaction 

■1. That spf'cial customer reipjcsts Ih* handled exjxHlitioiisly whenever 
pos>ibI<- 

1 Was the diri-ctor market research justified in recominending em¬ 
phasis on service instead of (jnalits? 

2. What would Ih’ the pnibahlf^ etlect on National's prestiit customers if 
ads ertising emphasis were shifted':' 

CoAV V-2. C/CAUnrE APVEHTlSfXCr 

Adxertising expertdiiures by manufacturers of tobacco prmhiets 
ha\ e for many years lu^en among the higla^st of anv tndiistri’. Much 
of the total has been devoted to tbe advt‘rlising of cigarettes. In 
cigarett(‘S accounted for lliree-fonrlhs of the estimated total 
ucKertising expenditure of $0() million on toliacco prodticts. In 1931 
tlu‘ AsscKiation of National Advertisers report(*d the exjHmditures 
of four large tobacco companies as averaging 8.23 |K*r cent of sides. 
In recent years advertising exjx*nse of individual companies ba.s 
ranged from 6 to 30 ptir c'cnt. 

Approximately three-quarters of all .advertising expcMiditures on 
cigarettes and alxnit the same share of total sales w<Te made by 
these C‘onipanies; the American To!)acco Company, with its laicky 
Strike brand; the Liggett and Myers C>»mpanv, with the Chester¬ 
field brand; and the R. j. Reynolds Company with the Camel brand 
(see Exhibit 1). The dominaiK'i^ of the cigarette market by tliese 
three companies, combined with their heavy advcTtising outlays. U?d 
c'ertain critics to charge that other companies had beem prevented 
from getting a large share of the market they could not 

match these expenditures, 

* Tills CASP is based on inatmab contained in Professor Neil H. Borden** voUtme, 
Tbe EcommUc Effect* of Advertising <Chic8g<i: Biefuird U. Irwin. Iiw:., Jd42), 
chap. liii. 
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The R. ]. Rexuolds Company began the pracHct! of concentrating 
advertising on one brand of cigarette with the intrcxliictioii of CaineU 
in 1913, RcATiolds* share of the cigarette market rose from 0.2 per 
mit in 1913 to 40 per cc?nt in 1917 and 4o jH^r cent in 1925. Noting 
the succt^ss of C-’atmds, the Liggett and Myers Company siiniiarly 
enneentrated advertising on its branci C'hesterfield, which had Iwen 
launchf'cl in 1912. American Tobacco Company followed with the 
l.iicky Strike brand in 1917. In 1926 the P. Ivorillard Company at¬ 
tempted to (Miter the field with its Old Ciold brand. It embarked 
on an ambitious advertising campaign, financtMl by the flotation of 
a $15 million issue of d(‘bentnre l^inds in 1927. IVspite large ad- 
\ (M'tising e\|H*iulitures» which exce€Mlt‘d Sl.S million by 1938, the Old 
(iold brand failed to incMeiise its share of the market, as is indicated 
ill Exhibit 2. In January, 1933. the Philip Morris Compan\ . laiinclied 
a lU'w l>l(‘fid of IS-crnt cigarettes under the brand name Philip 
Morris. The new brand was first tried experimentally in certain large 
cities, where it met with such suctrss tliat the (‘ompany began an 
cxt(MKsiv(‘ advtTti.sing campaign finanml out of earnings. By n)39, 
expenditures for ads(.*rtising exceed $1,5CK),(K)0, and tin' aniipany 
was finniy intrenched in fourth place. 

Helving on an inelastic demand for the product, tlie leading to- 
!>ueco coinpani(*s raised the wholesale priev of cigim‘ltes from $6.00 
per thousand to $6. U) in October. 1929, and to $6.85 in June. 1931. 
“rhese wholesale prices resuUtMl in retail prices on thi’ more pipular 
lirand.s of 14 and 15 cents per package. TJie maintuirKMl higli prici^s 
of the leading brands encouraged transferencr uf demand, particu- 
larlv after June, 1931, to 10-c'ent cigarettes, as indicated by Exhibit 
3. Prior to 1931 there were only two 10-('ent hraruls of .significance*, 
CoujKm, sold by laggett and Myers, and Paul Jones, sold by C^on- 
tiiUMital Tobacc'O Oimpany. After June, 1913. seseral ‘other com¬ 
panies cijter(Hl the field; in SeptemlKT. Lams 6t Brothers, Inc.; in 
March, 1932, Brown & WilliariLson Tobam) Company reduml tht* 
price on its Wings brand to put it in the 10-cent class; in May, 1932, 
Sunshines, manufactured by the Pinkerton Tofiacco C^ompany. were 
put in the 10-cent class; in June?, 1932, AxtoivFisher entered its new 
brand. Twenty Grand; during the same month. Scott A Dill came 
into the scramble; and in September, Stephano Brothers brought 
out Marx’els. The rise in sales of the lO-c'cnl brands during the dc- 
pres,skm w'as phenomenal. Starting almost from nothing in 1931 
the\’ accounted for over 20^7 of the domestic cigarette market for 



36S 


BUSINESS ECONOMICS 

EiMM » 


WmMATKO DOMI-an'IC (.’ONSl MPriON OK LEAPINO BRANDS IN 
niU-lONS OK CUiAKEni-« AND PEItrEVTAffE OK TOTAL 
(DNSr’MRriON BRANDS, Itt2»-S9 
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a ffw iiioiitlis (hiring the fall of 1932 ”' On Jannan- 3, U)33. the Big 
Thrw rethuisl wholesale pritrs to S6.(K) p‘r thousand, and a month 
later to $5,o(). Bi'tail pruHvs fell to 12V ca*nls. then to 10 and 11 cents. 
With the price differential lor the leading brands practically re- 
nK)V(Ml. ,sah»s of lO-cent cigarettes fell from 21.3 per cent of total 
•sales in Decetnlwr. 1932. to (1-1 pt>r cent in May, 1933. During all 
thi.s pericKl retail price.s of Philip Morris cigarettes were maintained 
at .13 cenl.s. In Januar\'. 1914. tire Big Tlm*e increased wholesale 
ofM p. I'M 
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pricvs t<» $6,10 per tlionsand and in Jauuarv , 19%. ti> $6.25, with 
rtMiltinii iiKit asrv in retail pruts to I2^i and then 13^ cents a 
package. Tlie lO-i cnt hrands responded by i^u.rca.sin^ to a shan* of 
till' total market wliich ranged from 10 to 12 |)cr ctMit. lU 1959, how¬ 
ever. this siiarc had iiicreajutl to oxer 17 [ht ctMit. 

In 1956 most rd the ctnnpaiiirs producing lO-ccnt cipiri:‘tlcs 
swnnt; over to advorti.sin^, as iiiduatctl in F.xliibit I. Although it 
was clear that their margins could not permit the evtr'Usixi' adver- 
tisint' employed by the staiulard brands, they thought that a limited 
amount was desirable to btiild vohiine. 

A survey liy Fortune niai'a/.iiu- in 19-% indicated that cigarette 
.smokers did not fre(|uenll\ .shift bramls. In n*s|K)iiM‘ to the (pjestion. 
“Mow many years ha\e \<ni be(*n smoking this hraiid''*' the survev 
reported the following replies: 

y r/irf /V?' f'fVd IV/ir* /Vr rVrJ 

1 . IlMi 5 , i(U 

2 . 12.9 Ov«.r:» . 44 a 

3 !0,0 know 4.2 

4 3.9 

Managements of tobacco txmipanies iKdiVvfxl, however, that the 
stability of demand for tfurir respective products wan based largely 
on subjective valuations creattnl bv coTitinui*d adverti,sing outlays. 
Blindfold tests carried on experimentally among fifty-one subjects, 
all of whom smoked regularly and generally stuck to one brand. 
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iiulicutc^cl till* (liffiniUv which c<jiisiinu*rs <*X|HTi<*!icrcl in ich^ntifvin^ 
hratiils. Karh suhjort was tostrcl w^ith ffMir cij^arfttt-s, tlirrc* Irachii^ 
brands and om* olhn\ Kach was hihl that his own brand w'onld l)r 
amoni^ thr four wlurli wcto prosnilfd in raixloni ordtT. Adf’<jnate 
tirric' was allowed fH^twoen smokes to C'ornjK*nsatt* for taste rorifii.sjr»n 
and fatigue. Although erhanetr alonc^ would have* resulted in a 25 per 
ttmt identifieation, only ril jwr cent of tlie smokers gue-sstxl their 
own braml. The results are' shown in Kxhihit 4. 

Although (t)usumers found it ditticult to identify brands. thcTO 
wvrv some indic^ations that they discriminated among diffenMit 
brands of cigarettes 44 s to blc^nding and flavor When the H. j. Revn- 
olds (amipany intr<Hluc4*d Came! c:igaretU‘s in 191;}, the product was 
based on a tloiru‘stic blend of bright lc*af tobacco. This proved so 
popular that (^umds cjuickly rosi* to first place. ('ouijW'titiou there- 
ii[>oii followed w ith the* promotion of domestic’ blends. In the opin¬ 
ion of executives of the major c<mi|>«iities the siuwss of an\’ cigarette 
was ch'termined to a c'oiis icier able extent by the Ha\ i>r or blend of 
th«^ pnnluc't. 1'bf* failure of one brand of cigarettes, which was sup- 
l^oitecl by large ad\ «*iiising exptMcditures, was attributed to the' lack 
of sutTcsN in finding an acceptable blend. In the first thrc*e months 
that the <?igarette was on the market it enjoved a large sales volume, 
but stM>n it iKcame evident to company c'xccmtiv e.s that it had failt^d 
to win lasting consumer aecT'ptanee. Sales dropjHcl. Investigation 
showed that many ctmsumers, after once Irving the new* cigarettes, 
did not repurchase, Kxeciitives Indieved that, although the blend 
approximated those of the leading hrands, it had failed basically 
iHxause consumers did not like it The impirtanc'e of blend It'd the 
Philip Morri.s Q>mpanv. Ixdnre placing the cigarette of that name 
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Dll the market in 1933. to work out a large number of blends. The 
blenders then chose what they regarded as the tw^enty b«*st blends 
from this group and forwarded them to c*t>mpany exmitivc*s for 
final selection. The executives, after careful consideration, finally 
selected tlie blend which later met with great consumer favor. An¬ 
other illustration of the im|xuiaiice of blend was the transferenc*c? 
of demand from the inferior tobaccos of the 10-cent cigarettes 
to tlie standard brands in 1933. when differentials Iniween these 
tw'O groups were virtually eliminaUHl. Consumers were evidently 
sensitise to ({uality diflerenees where price differentials were not 
great. 

Although adsrrtising exjx'nditurt*s of each of the Big Tliree were 
\ astly ill excess of those of other com{>anies in the field in the period 
of 19.30"^39, the three leaders did not liold the same relative ]x>sitions 
throughout the pericKJ. Moreover, as is indicated in E\hil)its 5 and 6, 
tlie ad\ertising outlays of these companies xarie<l in effectiveness. 
Oxer this ten-x ear |)eriiKl CJhesterfield sjx'iit an average of $280,(XK) 
in adxertising for each billion cigarettes sold; ('aiuel sjx^jt $2I1,(KK); 
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and Lucky Strike $199^000. By cotitmst, the 10-cent brands spent 
less tlian $30,000 per billion cigarettes sold. 

Questions 

1. Evaluate the various cjompetitive factors infiuendrtg tlie sale of ciga¬ 
rettes, 

2. Were the makm of 10-cent cigarettes well ac1visc*<l lo use advertising? 

3. **Pnce cutting tle|)ends for its eflectiveiiess ujwn the elasticity of de¬ 
mand; advertising relies on shifts of demand/' C.'omment. 

Case YELLOW CAB COMPANY, BALTIMORE, MARYLASD 

In [iinnarv. 19,5(>. the Ytdlow Cub Company of Baltimore, MaiA’- 
land, faml the problem of w'betlier to maintain the high standard 
of telejihone-order serv ice which it had built up siri(‘<» 1946, Despite 
the highest level of sales in the four-year jreriod sinci^ World W^ar 
II, the yc*ar 1949 show^ed the lowrst profits of any in this pt'rHxI 
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(ikfe Exhibit 1). The decline in operating profits was accompanied 
by a decrease in fionojwrating revenues derived from sale of capital 
asserts, cliietly used automobiles. The president of the company. Mr. 
BolxTt Free<lnian, iKdieved that the unsatisfactory profit results 
were attributable in part to the high co.st of maintaining telephone- 
order service. He fielieved that, were the compan\' to decrease its 
empha.si.s on telephone-order service and increase its share of pick¬ 
up hnsiiit'ss, profits, at least in the short run, would increase. 

VVhr?n the company had lx?en taken over bv a new management 
on January 15, it was in relatively pm)r condition. The fleet of 
cabs luid deteriorated with hard use and [>oor maintenance during 
tlie war; hiiilding.s were badly in ne<*d of repair; eiiiployei' morale 
wa.s low. Sales had declined de.spitc the Hush of wartime business, 
and the cash position of tin* company was precarious. Telephone- 
order trips had declined to the vanishing [K)int, and the company 
de|)<mded largely on pick-up business. 

llw new' maiiagcmient promptly set about rc.‘building the com¬ 
pany, Major ca[iital irnprovcrnicmts w<*r<' riiadc' in tlie buildings and 
.shop ecjuipnuMit. KHicient maintenance and rt‘pair practice's were 
instituted, and old cabs were replatixl with new aiitfunobiles as 
rapidly as tbe\ could be procured from tlu* manufacturers. A new 
contract was .signed with the union. Employc'c morale rose rapidlv. 
Sales increased from less than $l?5 million in 1946 to $2‘^ million in 
HM7 and to million in 1949. Profits increased from $67,120.13 in 
1946 to $154,470.17 in 1947. 

llie improvements in the compuiivs operations were especially 
noticcabh' in the (quality of .service and in the numher of telephone 
orders filled In the ctnnpanv.’ A driver training program w-as begun, 
to improve tlie eiticienev and courtesy of service. In recTuiting new 
drivers, tin* company subjected candidate.s to driving tests, which 
included brake tesl.s of the driver’s reaction time in stopping the ve¬ 
hicle. Accident records of candidates were examined prior to hiring, 
and on-thtvjob training was amducted to promote safety. As new 
cabs U'caiiu* available, tliey wen' placed in serv with drivers in 
order of seniority. The calls w^ere washed daily, and nuThanical 

^ 'I'hr volmiM' oJ tt'lcphoiu' cwntU'fii filU'ti h\ * tah o>iiip(n\' W!»s at.'tt'ptpil in thf 
tradf as an of Mivitf Tin* sinalirr iwlt am- 

flnrct tbriitH'lw's alnnvvi mhrt'lv to nkk tjp husinos. S*i im(>»rtant was lelrpIwuMJ- 
oftlw jM»rvuT that tlu' Manlaiuf Ptiblic Sct\ it'<* Commtssian. which rt'ji’nlati'si cub 
III Om' state, mpiin'ti cab Jtivefs, after dischargini; j>as#t*nji;cr.s, to drive to 
tbr' rwarcst stand and make their caIw available for tt'lcpluitw orders 'lliis reriuire- 
inent wm not gencralK’ iHmored, and the conuniiKSion fonml enformnmt difB<,ittt. 
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ccmdition was ch«H;!ked regularly. A radio system was in¬ 

stalled in a number of cabs to improve teleplKwie-order sm ice 
through radio dispatching.' By 1949 two-way radios had Ihhjii in* 
stalled in 73 of the company's cabs. 

Ilexenues of tlie Yellow Cab Compan\\ so far as they could Ik" 
influenced by management, depc^ndcd chiefly on the rate of utilizti- 
tiori frf its flet*t of cabs. This was Jn^cau-Sf* two ojXTating factors— 
rates and thf‘ nuinl3er of ea!>s—^w^ere controlled by the Public Serv- 
kv Conunission, Rates were M*t at 15 t*c'nls per mile, with a inininmin 
charge of 25 cents. Theix^ was no supplemental charge for additicmal 
passengers. For telephone orders tliere was a surcharge of 10 cents, 
of which 9 cents went to the driver. The.st' rat<vs \N(*ri‘ alxnil half as 
nnieli as those pr(‘\ailing in most American cities eoniparable to 
Baltimore. The Public .Sen ice (aimmission limited tlie niinilHtr of 
cabs enIraiK hised lui o|X‘ration in Baltimore to KbSS, Yellow^ Cab 
had 235 of these tranelnses—about 2f) jwr ccait. Tlie cinnmission 
Udieved it undt^sirable to iiicreasc tlie mimber of franchises Ixwond 
tliese limits. The Yellow ("ab Company, thertdore, confronted with 
a c<aling placed on rates and on the numlH^r of eabs op'rated, con- 
( cntrated its attention on lifting the rate of utilization p'r cab. Of 
tlie total lime that cabs were available for service, tlie eoinpany 
aehiexeil a utilization ratt* of 98.46 p*r eiait—practically full-lime 
ntilizalitni.* t'lider these eirciim.staiices the management foresaw^ 
little hope for increasing total revenues. 

Although the revemuj p*i mile for the Yellow Cab C’ompany was 

itiKlH' disp.a* Kui»£; vv.tv <*vv‘'n!{al C* tjuaho trl< piuMi*-tjirlrr scTvu'»‘. in 

whu'li radium \st*rf tnstiilirtJ 'i2.<vb iiljrtj pt-r cluv. 

wiOiout filJf’J ijuly 'J 74 t<‘l*.*p!iorj#* finli-is [kt T]t»‘ cfunp.Kiy Mtrrilnik'f} 

ihiv dilft-rrmr to tiif f.n t Ta<lio-(tiSpah Ijt'd i al>'‘ tho drjvor was fiirvrtrd to 

tulko a triophont-oi'ilor r.*!!, w inTi as it( liunradio f’alMi itu' of u lrphfijn* ov(l«'fs 

wa*. U*fl lip ir> ihf flnM'rS initiatm- 

Tin'* 4.on)pyfiiv pri'M-iilr-d tf««" foHowiijg (vmiprir.aiM' m i{\ aiinuiil ropKirt 

for t.4Ics for llio fitsl tiiiK'Si tr-Asrlrd 
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^ ‘Total timt* axnibKW" was bv ll»<* Irngtli tW‘ Kmibinrd tiiglit and 

flay slHfU dris<*TS who oprial^tl ihr ^diicles. In 1949 this IrHIal was nn flveruf'r »if 
iiI9.6 luMirs pc,‘r da\ fm the VoIKiw Club Ounpam. Tlie cliffIw-twe^'n total tinw 
a^.MUble and time uttli7ed was acwiintcd fw by ac't.nlrnts, m<?thanK-al delays, 
stlMwkding. Hi . 
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the lowest recorded in any major city by the Cab Research Bureau. 
l»c., w'hich pr^rpared comparative trade data annually, the company 
had established an enviable reputation for operating efiidency (see 
Exhibit 2). The president, Mr Freedman, noted, however, that the 
operating cost for telephone-ortlcr service was well alK)ve that for 
pick-up sejin ice. (Company records iiidicatc^d that it cost alxiiit $1,150 
annum per cab to maintain the radio-dispatching system which 
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was essential to the acieptaiice ol telephone orders. It was nt'cessarv' 
to rent two-way radio equipment for each of the 73 (ahs, at a (?ost 
of about $1,00 jK*r day per cab. Telephone box<*s had to be main¬ 
tained in various parts of the city, as well as seseral trunk lines at 
the main office. Nineteen operators were r(*quired to maintain the 
teIej)hoii«' dispatching system. Mr. Freedman calculated the ccjst of 
regular service and teU'plxjne-order service as follows: 
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From time to time the company had conducted consumer pref¬ 
erence* siirvr y.s in tlu* city of Baltiim)re by .sending out mailcxl 
qtu\stiotinairt*s. These questioTinaires were sent to a random sample 
of subscriln'is to telephone ser\icc\ and the respondent was called 
on simply to answer four (jnestions. .sign his name, and jiost the st*lf- 
addrt'ssed .stain|Kxi card. In res|xmse to the (|uestion “If s ou wanted 
to call a cab, which amipany would you phone?" 74 per tvnt of the 
resjxmdciits replied '‘Yellow/' In reply to the question “If >'Ou wanted 
to hail a cal) and one frt)!n each coitqiany was equally consenient 
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and available, which cab would you choose?” 72 per cent said 
"\ellow.” These results were confirmed by subsequent surveys. 
Confirmation was also obtained from hearings of the Public Ser\kt? 
Commission in 1949, which indicated that tlie Yellow Cab Company 
handled two-thirds of all telephone-order servit'e in Baltimore. In¬ 
ternal records of the comparix also indicated a remarkable growth of 
telephone-order service, us shown in Exhibit 3. In the first quiurter 
of 1950 telephone-order service rose to 19.37 pvr cent of all trips, 
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Qvrsn<»Ns 

1 Should the Yellow (^ab Company havt- reduced emphasis on tele¬ 
phone-order servitry 

2 What would be tlie efleel on the eoinpauCs pick up busiiievs if it 
should tea.s<‘ to promote ttdephone orders^ 
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FLVCTVATIOSS IN ECONOMIC ACTIVITY 


Thf histohy f>f modem incliistnal nations is imlelibly marked by 
tipward and downw ar<l movements of eeonomie acti\ itv\ wljieli have 
become {>opularly known as ‘Imsiness < v(‘h‘s. ' 'rhen* is some ol)jec- 
tion to the use of the word 'Vvelo * to (tescrilK* these fliielnations in 
economic activilv, since they are not of a n ^^ularltj recurring nature, 
Tl»esc‘ alternate pcri(uls of “g<KKJ'’ and "bad’’ times varv n<;l only in 
duration but also in amplitude* of Hiu tuation. Tbe late Professor 
VV, (1. Mitchell defined a luisiiiess cycle as "a typ<‘ of (Im^tuation 
foimd in the aggt(‘gat«* <'conoinic activity ol nations that organize 
tlieir work mainly \u husiness tmterprises: a cycle r<»nsists of ex* 
putisions (Ki'uriing at alHiul tin* same tinii^ in mans <*cmiomic ac¬ 
tivities. followed hv similarly gcaieral rei:(*ssioiis. eonlraclions, and 
revivals whii'li merge int(» the expansiofi phasi‘ tif the next cycle; 
this setpiencc of changt's is recurri'iit but not periodic*; in duration 
Inisiiu'ss cm Ics varv trom more than one \eai to ten or twelve years; 
they are not divisible into sborttT eveles of similar character with 
amplitude* approximating thtir owu.’” 

Because of tin* ass<Kaation of aggregate economic activity with 
cvchcal movenieiits. it is not always possible to determine whe-ther 
the movement (d a particular c’conoinic seiics is clue to cvc?lical or 
other reasons. The downward niovemcMit of data concerning a par¬ 
ticular industi\ dcH'S in>t indu\ite a cyclical movement. !t is neces- 
sarv to iucpiiie into the nature (»f th<* causes of such behavior rather 
than assume that all upward and dowTivvard movements of all series 
are due* to cyc'hcral foriTs. Some industries may prosper iru^ri'* in 
depressu»ri pericKls than in times of prosperity. 'Fhe t*omplexity of 
the* forers of c*ct>iioiuic fluctuations prevent quick and easy identifi¬ 
cation of cyclical Iwdiavior. 

Hie lack of identity of movcmient of all c'conomic scTic's both in 
direction and in amplitude makes it welhnigh iiiqKissible for a 
businessman to avoid a forecast of the future. Decisions must be 

^ \V<?sk*v' (', Mitchell. CytleA/' f/w* Fnddem and Iti Sitftfnj; (New York; 

Bureau td Eci;nH>mk: Rc*ean'h 1927 p, 468. 
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made in the present concerning the nature and inagiiitiide of de- 
inuiid for his products in the futurt\ This involves present t'omuul* 
menu as to the volume of pn«hiction, purchasing, inventory jHilicvs 
M'Uing C'osts and selling pria* policy, and so on Past ex|xni- 

ence provides a valuable guide for the cKCTUtise of a finn, but the 
forecasting of future e\ents invidves considc^ralib^ more than a mere 
projection of past business Ixhasior. An analysis of the relationships 
of the past and an t*stunale of their reliabilit\ in the future is trs- 
s<‘ntial. In many eas<\s there is statistic al e\ idence available, togetlier 
with logical explanations, to sup[K)rt the sec|uence of «*ve!its. In 
<^tluT cases, however, forecasting is practic rdl) pure* gties.svvork. The 
use of a\ailable data together willi a knowledge of «‘xisting tw- 
uomit theory will usuallx provide the businessnian with a more 
reliable estiniate of the future thaii purt^ guess. 

Muctuatious in ec*)uoiiiic aeti\it\ nia\ be ineasurc'd in terms of 
income (bctlh money and o^al euiploynient. and proiluction. These 
tiuee series aic* not identical. Keal income is a function of money 
income and |)ric< .s; productiem dillers from einplo\Tfu*nt beraiise of 
changes in [)roducliv it\. Production also dillcas from rcMl incxrnm in 
that inventory and capital accuniulaticui or diminutiem causes dis- 
cH^pancies In'tween the two. Cicnc*rally. however, the y move in a 
parallel fashion and reflect the upward and downward movements 
in c*coiiomic ac‘tivity. 

Frc^cpicntly an index of fmsiiiess actisity is coiiipul«*d. These are 
computed 1)V vurtous firms and orguni/ations, but, since: all arc* not 
comjXKsed of the same si!ri<*s. they vai\ in their absolute ^alu<‘ and 
behavior.’ The movcMiienls of the Index of Business Activity, us 
computed by the (anirantv IVust (.‘ompany of New York, are shown 
in Exhibit 1. This index is a eomposilc‘ of the indexes of steel ingot 
prcxluction, conslrncticm, cotton CMmsumption. bituminous c*oal pro¬ 
duction, factory emplovmerit, carloadings, bank dc'bits, and forc*ign 
trade. Thertr is no one serif*s wliich satisfactorily measures fluctua- 
tiems in ecxmoinic activitv' for all pui|K)ses. l.-jKrn c^xamination of 
such single indexes, one firrds that all the conuxrsile series do not 
move upward or downward during the same* jxriod of time, nor 
do those wdiich do move in one direction do so at tin* same* rate.* 

* Tho" may also tUffin tx-traiisi€.‘ f?f differtnl wnjrhts to tl«? indivicliiil 

jwrim iimf rl«* u.w of cliHcurrent hase y«»r». 

' "Of l!*f* eight adjusted seric* iiKliHfed in tJie comhuKKl index {Business Aciivily], 
five dfx;lii]»ed last month mid one advaneixi. The otlief twf> series, fm Uiry eniphiVinent 
and foreign trade, are not yet available. Two of the det:.linoA were due to iiicreas<» 
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Exhibit I 


rNDF.X Of m SlMuSH ACTIVITY COMPILKH BV CrARANTV THU9T 
COMPANV FOB YFAlia I9l» 49 



Any indrx which is a cornpcisitt* of several series innsl, tluTC'fore. I)e 
an average w^hicli fails to disclose a complete picture of all phases 
of activity. Examination of Exhibit 2 revtnils that tin" series pr<'sent(‘d 
there do not lH'ha\e in an identical maniKT. Particular attention is 
dircctetl to Series iw. Loans of RrfH>rtinfi Member Banks, and Serii*s 
38» Set Demaui! Deposits of Membtr Banks. These two series move 
in op|Hisite directions for tin* p<*riorls showit. C'omparison of S<Ties 
17 and Ul shows a contrasting heluivior. The fonner exhil»its con¬ 
siderably wkKt arnplitiKle of iluctuation than d«H‘.s the latter. 

It is esseiitiab therefore, that tlie busim^ssinan not r<‘ly solely upon 
an index iif general bu.siness activity. A close «‘xamiiuilion of the 
seri«\s which affect him most, togetluT with an c'xplanation of tlu'ir 
past behavior, is of tm>re imjK)rtance than a general index. In an 
attempt to obtain a pieturt* of general retail buving for the coming 
year, an estimate of exjXH'ted income payments to indisiduals Iw- 
CHMues important, but, to the manager of a chain store specializing 
in women’s apparel, data on sales of such specialty shops in relation 

of ttian MMsoOiit in th<? luucIju.vU'd fignrm. Thrstf* wrrt* in hitumintins 

jm^IiKiton unc! ruilwiiv irriijlit loading. Raw cotton i'onstirnption det liiirc) niorr 
thun whilr tunk drbit'i to d<‘ptwit a4’t'f>unts outside* Nrw York rrjn^* 

frmf a d«\Te.iW' c^mirAry le» the^ u%ujil M*a!(OTaI leivirnc\. Ttie adjiL«t(Ht indi*t *xf 
rtmstriK tion activity iiunc-d downward for the stxi»nd cotUMKriiUve month" i The Guar- 
onitji Sur\'4*y, Juno 29. nM9K 
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to income payments to individuals in his particular market is of 
greater importance. 

Wliile there hiis been increasing effort on the part of govemmeiit 
in variou.s countries to reduce or eliminate the pi^aks and troughs 
of economic activity, such efforts have not yet be<*n suc'cessful to 
the [loint where the busincssinmi can d<*jH*iid ujxm them. He is 
forc*<?d to recognize the inevitabilitv of such Huctuatioiis and to in* 
dude them in his planning for the future. lie is, to be sure, interested 
in their causes and the reincnlies projK>sed for their cure, but his iin- 
mediate attention is focused ujxni adjustment to their iKH"urrenc't\ 
In addition to a knowledge of past In'liavior of economic series, an 
understanding of the kinds cd fluetiiations and some tlteoretical 
framework in which to fit liis observations and estimates are es¬ 
sential. 

'I’lie busiriessman is priniarilv interested in three types of eco- 
itoinie fluctuations: seasonal, cyclical, and long-term trend. These 
three t\j>es of fluetiiutions are distinguishetl primarily by the time 
p<*ritKls involved. Seasonal variation is usually limited to a twelve- 
month peri(()d; eyelieal fluctuation covers a jhthkI of several years; 
while hmg-lerm trend is thought of as c overing oiu‘ or more decades. 
1'liere are olhcT means of classification to distingnisli Ix'lween one 
type of movc’inent and anotlic r, but no attempt will be made* to out¬ 
line lliem here’. Wliich of llw*se typc»s will be of gr< altu im|>ortunce 
to a particular finn depends upon the nature of the finn and industry. 

SEASOSAL VAHJATJOSS 

Sc^asotial variations are those fluctuations which regularly recur 
in some consistent pattcTii within u twelve-month |HTi(Kl Tlicy are 
known to occur in production, distribution, atid coiKSiimption. VMuIe 
seasonal variations are generally tliought efl as fluetnations which 
occur only oruo during the year, there* arc- alsfi moiitldy, weekly, 
and daily seasonals. The rendering of bills for purchases charged 
during the month occurs usually during the first week of the* month 
and does not recur until the following month. De[>;irtnicnt-store 
and apparel-store sales nay reach a pciik on Saturdays, with the low 
point on Mondays, depending iijxin the purcha.sing hal>its of tlie lo¬ 
cality. Motion-picture theaters experience? their peak of attendance 
during the evening hours, w'hile tlie late morning and early aftemcx)n 
hours of the day enjoy less than capacity^ attendance. Whatever the 
period of time used, if there is a seasonal variation of any kind, it will 
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show a awisistcnt pattern of one or more [)eaks c)cc^iirring tiiroughout 
each pTi<Kl. 

Sc^asoiial variation arises lH*caiise of the influence of one or Ixjlh 
of two factors: weather and custom. Weather affects the production, 
distrilnition, and consumption of grxKls and s<‘T\ic'es. Agriciiltunil 
prfKlucls can be planted and harvested only at certain jx*riods of 
tlu’ vear, and in most casf‘S only one crop [ht year may In* produced. 
Ilu* time of the year when such activitv (Kxiirs dejKMids upon the 
w'cathiT and the product. VV’heat is harvested in the summer and 
fall but is consumed more or less regularly througboul the year. 
Siuvi^ moal major agricultural products are harvested during the 
same period. I lane is a seasonal demanfl for farm labor, transporta¬ 
tion, ami storage space. 1bes<‘ ch'inands must be met during and 
imiTU'diatelv following the lianest period if the crop is to liavt* value, 
'rhe operations of the iron (xe mines in the .Nb^salii ranges of north¬ 
ern Minnesota are seasonal, louring the spring, sninrm*i, and tall 
month.s ore is mined and transported to the smelting plants located 
in th(» regions Ixmlering tlie southern shores of the Great Lakes. 
There is a lu'avN demami for slopping during these iiioiiths to move 
this ore. and space is retpiirc*d to .slc»re it for use during the wantcT 
months when the lakes arc‘ not ojh'ii to navigation. During the w inter 
tnonlh.s nnning operations art* sharply curtailed or cease entirely. 
This means lav-oHs for workers in the mines and cotrsequent r<‘diic- 
tM)n in their expendilnres at local stores unle.ss tlu-re is another busi¬ 
ness in that ItHMlitv whicli happens to have a stMsonal jx*ak during 
the \vintt»r mouths afid a decline during the remainder of the year. 

Fn‘<pit'ntly tlu»re is a seasonal in both tlu* prothiction and the 
cHmsimiption of a raw materiah but they tH'cur at different times of 
th<» year. Ca>tton for t'xample, i.s harvested in the fall, but the demand 
for ctff ton c lothing (HTuni in the spring and earlv summer. The same 
is true of wend, which is shorn fnun sheep in the spring but c*on- 
sumed most heavily during the w’inter months for warm clothing. 
< amsiimption may, however, Ih* afft‘cted b\ the seasonal in prcKliic- 
lion, .such as the c'onsumption of melons during the harvi*st season. 
Satisfactory iiielhcxls of preserving melons are not ye t kiuiwn, so 
that (hev must 1 h* consumed .shortly idler lu'ing harvc*stc»d. The same 
is true of many fresh frnit.s and vegetables, although tlu* introduction 
of canning and cjuick frtH’/irig may tend to lev'cl out somewhat the 
seasonal in cxmsmnption of .some of these. Industries which are 
closel) allied to the pfruluction and consumption of tlie,se prculucls 
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iilso experfeiicc seasonal variations in their bminess except where 
standardization of product and ability to store it make {>assible nu>rp 
steady production throughout the year. 

A seasonal variation due to cnistom is the sharp increast' ii» retail 
sales in stores during the Christmas and Easter peri<Kls\ This seasonal 
is exhibitt^ in many lines. Tlie banks are ealle-d uptm to furnish more 
currency «uid coin for circulation during such jHTi(Kls, At the end 
of the ('hristmas shopping season, during the earl\ weeks of Januarv', 
currency and coin arc retunied to the banks and go out of circula¬ 
tion. Moreover, tlie seasonal rush of sales during the (Christinas .si'a- 
son d<K\s not mean that all lines <if busim^ss engaged in tra<le exjxTi- 
encx* a ('hristinas seasonal at the same time In the manufacture of 
tovs, for example, ther<* is an increas<‘ in prcKhictioii in July. August, 
aiul St^ptcmlier, after which there is a decline. I'bis iKTiirs Ixcause 
time must Ih‘ allowed in which to place onlc*rs and make deliverit\s\ 
This means tliat n*tailers and wholesalers must place* orders in the 
Mimtiier months for ChrLstnias nuTchandise. Imniedialidy. thev are 
fac*e<l with the making of a forecast of sah*s ex|U‘C‘ted almost six 
months in the future. Following the seasemal rise in ptirchaMvs during 
tlic siiniriUT, there is a seasonal increase in inxentories during Octo- 
[ht and No\emlM‘r, Thi.s is followed liy the seasonal rise in sales 
during tlic latter part of Novemlx^r and the early part of I)ecernl>t‘r, 
Usuallv the peak ocxHirs in the two week.s prec<*diug Christmas I^ay. 
Similai seasonal developments ^Kxur in other industries according 
to the pt'cuharitie.s of purchase, production, and sale. 

The existence of a seasonal patti^ni in the original data may be 
tentatively established bs' plulling the data f)y months or weeks 
for ea<‘li year. C‘onnect the points freehand and compare the lines 
of fluctuation for several years. If the* inovemeiits of tiu* curv<*s are 
similar, there is apparently a seasonal pattf*rn prcsrMit. 1( tin* move¬ 
ments show’ no similarity, the existence of a si-astmal patteni i.s un¬ 
likely’, even though the data for any particular year may fluctuate 
from month to mouth. 

T1»e measurement of seasonal variation is not precisely* acxnirate. 
The use of the (uegoriiin calendar presents several pniblt^ms. Easter 
sometimes falls in the first (juurter. sometimes in the sixond ijuartcr, 
of the year. In order to make a proper tx>rnparisoii from tme year to 
the next w’hcn Easter is in a different quarter, an adjiistnient must 
be made. Furthermore, months range in length from twenty-eight 
to thiitv-one davs, so that somt^ months may have five Sundays 
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whi\e othm have mJy fcnir. llte niimbeT erf days worked each week 
m well as the numbi*r of hours wwked each day will aiffect tlic 
data for pur|>oses of miiparison. In comparing the perfonnaiice of 
a given ukonth in one year with the same month in another year, 
the data must \w adjusted so that the working days are c^imparahlc. 
Some linns njM^rat«* six davs jw*t wtY*k, while others are optm only 
fis-e. TIm' adjtisimeikts to U* made depend njxm the particidar firm 
or indnstrv Inuiig studied for seasonal Mifiatkm. This is (piite iin- 
|>r>rtiint in retail sal<‘s. wIh'Ii the numlx^r of business days s aru’s from 
month to month as well as from \«‘ai to vear ft>r a given niontli, 

One of ihc’ most wi<lelv used nu‘thtHls of measuring seasonal varia¬ 
tion is the jM-reentuge of a twf‘lvf*-moTOh moving average In order 
to measure the seasoned variation, it must lirsl be isolated from other 
fnovenicaits in the data. 1‘he twelve-month moving average mellax! 
(ends l<» <lo this n»ughlv. sirit^c' the siMsonal uor urs oiiu* l ach vear. 
The first step is tocaU ulale thf* tweivc'-monlh averages from the data 
Next, i'alciilaO* tin* pen^eiitage «>f tlie rntgiiud tlala to the (entered 
moving average. This result is the yprcific seasonal. A ft/ftiral sea¬ 
sonal is obtained h\ averaging the pena^ntages to moving av(‘rages 
for sevr ial veais Khis tvpi('al average mav l)e c'onverled int(» an 
index bv a latluT simple prcKi'ss,* Tins im^tliod of riHMsuring sea¬ 
sonal Violation is salisfiKtorv vvher*^ the si'a.sonal patttaii is fairly 
stalde. It loses what ai ('urae v it pissesst's. however, when the s<‘a- 
sonal pattern ( hanges <»\er time. Where th(' siMNonid is siibjeel to 
chang(\ another metleKl of measurennait shiHih! be u,s(‘d. such as a 
ratio of (uigmal data to line of trend fitted to sjxa ifie st asonals bv 
months/' 

Th<' mete e\ist«’nee n( a seasonal pattern in the data should not Ik* 
taken as <siinpl<‘te i videiic-t' that there is a regnlailv it*curring sea¬ 
sonal vvliieh will appear at the same lime in the futurr*. Kiiipirical 
inforniatiofi as to what is going on in the indnstrv is essential to in- 
hTjiret tlu‘ seasonal pattern. Analv sis should be undcTtaken to usetT- 
tain vvhv tin* seas^mal ('xists, lM*forr blind faith is placed u[Mm the 
data alom* This is particularly imjxirtant in attempting to forecast 
the amplitude of seasonal v^ariation. During the upswing of the 
business cycle the current seasonal index mav shov^’ a arnsislent 
increaM* for conesponding nmutlis over several vears. At the time 

^ Anv stHKtiirtI trxlKmk on will r\p{Ain ihis prturss «srr F, E. Cwxtcm 

ftml D. I C;t?W(icn. Gnwrul SUthftk^ lN>w' Wwi. Preiiticr-liAU, hit,, 19391, 

ctwp. svii *, 

UM., pp ■veoff. 
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of such occurrence it is necejssarj' to forecast wlH*ther this is a chang¬ 
ing scasimal or an increase due to cyclical or other factors. Also 
included in such a change are trend or growth factors which cloud 
the future of a forecrast. Additional infonualion is nec^essarx' to su|> 
jilerneiit the data theiiisclvt*s. 

Once a seasonal pattern has lK?en identified, there remains the 
(juestion: VMiat can the business man do about it? 'Hiere are two 
broad coiirsi^ o|>et* to the firm in meeting the prolilems of seasonal 
\ ariation. First, it may accept the existence* of the seasonal and at¬ 
tempt to adjust its pnKluction and sales aceortliugly, or. second, it 
muN attempt to reduct* or idiminate the seasonal \ ariation. In some 
instances. liow<*\er, the latter conrse inav Ik* impossible. 

Thert‘ are many ways in whicb the firm nia\ adjust its opf^rations 
to seastmal variation, and only a few will Iw* im^ntioned here. If 
tlif're is a stM.vonal pattern in production, steps mav' Iw taken to 
N|ircad poKhution over a loiicer periorl. If the product is highly 
*>taiidau.li/ed, durable, not subject tt) tashioii ebangt*. and call 
stort‘d Hi small expense, there is the possilulilv id building up in- 
sentorics in (ilf-pcak I'onMiniption periiMls. This involves a forecast 
of the amount of tfie sf*;tM>nal Ihictuatiot}. If such a forecast is suc¬ 
cessful, (he aicumulation (d invenlorv inav r<*sult in rcduccKl costs. 
^^'h^Tc prorluctiim is liigldy seasonal, so that a large amount of lalnir 
is di'Uianded at jK\ik pi/rioils and is laitl off during |M‘riods of low 
production, tfic firm is Miiuesshat at the inerev of the !al>oi* market. 
It must take wliat labor is left over aftiT all eontimjous einplovirieut 
is satisfii'd If the firm is able to operate ov<n longer perio<ls, produe- 
tivitv inav inc rease so that costs niav ai tiialK decliiie. Such inven¬ 
tory acenimdalion. howev(‘r, is not jKrssible with manv giKnls which 
are subj<*ct to fashion change, spoilage, etc. There is the case of a 
l.irge farm ecjnipment manufacturer who. for many years, concen¬ 
trated his pnwluction in that periml of ihi* year wtien his sales 
were at their si^asonal liigh and ojH*ratecl at a relatively low level 
the remairuler of the year. Since hLs prixlucls were relatively bulky 
and of high unit cost, there was coasiderable <*xpuise in storage 
and irnestmeiit in inventory. He partially solved his problem by 
offering substantial disantnts to dealers in peTiods of off-jx^ak sales. 
This meant that lus dealer organiziition carried a large part of the 
inventory and purchased at off-peak st^asons so that he was able to 
operate on a more? amtinnous basis. 

Another method of adjusting to a seasonal pattern in production 
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cwr is clivc^riificatton of product so that the firm is in more or 
less continuous operation throughout the year. This means that 
products with different s^^asonal patterns are dos'etailcnl so that the 
pt^aks and troiiglis of seasonaLs fall l>etween one another rather than 
ctjtudcle. In many cases this may l>e done by the addititin of a prod¬ 
uct which may 1 h^ produced during off-jwak jXTiods of the year, 
'rtiis solution is not always so simple as it iipjH*ars. When another 
prcnliict is added to the line, a seascmality differiMit from that of ex¬ 
isting prmluctiaii Is not the sole consideration. It must Ik* a product 
which can be adapted to production bv existing ccjuipment with a 
ininiinuin of cimversion a>sts. Preferably it should f>r a prcnhict that 
requires materials which can l>e purchased through existing chan¬ 
nels and als<i marketed through existing distribution outlets, Other¬ 
wise the exp<Mise.s fif prodiictirni and distribution may make the prod¬ 
uct iinprolitahle. The more that existing equipment can be ns<*d 
throughout the vear. the loww will Ik* the average iiiu't charge of 
<lf'preeiiition and maitileiianee so that the udditum of a ctmtra-sea- 
soiKil product may pemiit of an over-all unit cost ri*duction. This 
leveling-out of o|K*ratioiis may also be accoin|)lished by the produc¬ 
tion of a product for some other firm during off-season p€-riods. Tins 
tmiv be fd value where the prcwhict c an !»p prcxluced with c*xisting 
equipment and labor bucT but where* the marketing problems are 
siibstantiailv different from those of the linirs present line of cikkIs. 

Efforts rnav Ik* made to change fsKisunier buving habits in c»rder 
to eliminate sc'asonal variation, but this is a most ambitious uiult'r- 
taking. Wlic’re nMisuni|)tion is seasonal lK*caus<* of custom or tradi¬ 
tion, it is almc^st iinjrossible to modifs, but in stune cases it has 1k*c*u 
done. Tlu* tJM* of advertising to this end is sometirno.s successful. One 
large in.suraiK'e company writing automobile liabilitv insurance con¬ 
trols the timing of renewals by assigning <*xpiration date.s on a re¬ 
gional basis. This avoids "hunchifig' of reiu^wals- at certain times of 
the year which formerly coincided wuth the M*asonaI sales patt<*ni of 
automobiles, Everv finn. however, drnw not jvxssess such control of 
its sales. The individual finn can do little in this resjK'Ct other than 
to enamrage buying in off-seas<.ni j>eriods, lliis may lx* done by 
regular sales in the off-jx*ak seasoi>, such as the January ami August 
'"White Sales*" in many dejxiiiniont stores Tlie,se sides, if siKX?t»ssful, 
will tend to alleviate the seasonal fluctuations for tw^o possible rea¬ 
sons. First, .since such sales l>ecome regular events, some customers 
may sliift from the ix*ak t)uyiiig season to the sales during off-p^ak 
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%emm%. This has tl)e effect of lowering the seasonal pc’^ak ami raising 
the off-season trough, Smmd, the sale may attract rastcnners who 
iire not regular ciistt>mers at other times of the year. Tins tends also 
to ralst' tlie off-season trough and thus al!e\ iate the seascnial pattern, 
I'he purpose of a sale in off-season [>f‘riods may not regulari/e actual 
consumption, but it may shift the carrsing of inventories fmin the 
seller to the hiiver. Where consumption is on a M^asonal basis Ik*- 
cause of tht‘ weather, little can he done to alter the palteni. The only 
wuv to eliminate seasonal \ ariation is to eliminate the cause, and this 
may he lK*yond the coiitnd of the firm in miinv easels. 

The forecast of sc^asonal variation is not an easy and simple matter. 
W hile it may Ih* measured a.s explained above, these measurements 
are subject to some bias and require' qualitative* infonnation to sup- 
|))e*inent the’in. (^)uantitati\e* iiiforinatioii is v aluable, however, in that 
»l le'cords changes frenn one jX'riod to anof)if*r, and \vh<*n a departure* 
from the* seasonal liehavior is observe‘'d it is a warning to stH'k an 
(explanation as to win* it t»ccurre*d. After a se*asonal iiielex has he*<Mi 
eom[)uted, it sliould be* kept in mind that a forecast on thi'se elala 
.should allow for othe*r fact(irs to affect the* expe*c!<'d h‘ve'I of activity. 
The tirnitig (jf a seasoTial mav be- affe'cte el in many ways, A protracted 
drouth may dt'lav ot sp(*ed up the harveasting of crops, A mild fall 
and winter se?ason may cause t'onsuiners to p(»slpoi»e the' purchase* 
of winter clothing. Unse^iMinablv w^ann weather may also jH'nnit 
coiKstniction activity to be carried further into the’ \vinte*r than 
originally anticipated. In llie C*hieago are*a in ther fall of UM8, there 
W'as an untesuaHv mild s<*ason. Horne.s ecjuip|H*d with storage facili- 
tkw had failed to acquire stin k.s of fuel in the late* .summer, as !»ad 
been the custom. As a result, the- sale's of fuel oil and c'oal were* Im*1ow 
the amount indicated by the 5ea.sonal index While this de'cliiu* wa.s 
attributed to unseasf)nable weather, if ctnild al.vo liave* b<;‘e'n du^^ to 
s<ime extent, to the lack of fuiuls on the part of indiv idtials to pur¬ 
chase large quantitic's of fuel in advanc-e*. The tendencies of buyers 
to hoard in antici|>ation of scarcity erf ,supplv may interrupt the 
usual pattern of .seasonal variation. 

In any case, wdiere a .seasonal pattern is pr<*sent, the Inisinessman 
should attempt to deteriniric its cause and whether or not it is Ik*- 
yond Ills C'ontrol. Wliere it cannot Ix' eliminated or modified, he 
should attempt to forecast the amount of the variation expcc*ted, 
using his past experie*nc*e as shown by his ow'n and siipplemcntars^ 
data, together w'ith qualitative allowanctrs which may affc*c:t the 
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fotum U*\ el of the variation. Randoin events, together widi cyclical 
and treml factors, will affc^c^t the aKsoliite level of his business activ* 
ity at any particular time. 

crcucM. FU-cn at joss 

C'ycltral fiuchiations differ from .seasonal variations in many re- 
spwLs- VV-hile M*iisonal l>f*haviur is associated with the calendar year 
or some sjw^cified iwrlve-rnonth |MrrifKl of time, cyclical Indiavior i.s 
assm^iated with var> ing [)eriods of time which are far less predict¬ 
able. (.'auscs of cyclical Huctiiations are not confined to weatlier and 
custom. Iliese fluctuations vary in length from one to twelve years 
and are far more* diffitnilt to pn*dict than seasonal behavior. 

'Hie nu^isnrt^ment of cyclical behavior is conventionally achieved 
by fitting a trend line to M*asoiially adjusted data and then comput¬ 
ing the pt‘rcentage deviation of the adjn.sted data from tin* trend. 
Since Iwith tin? .seasonal and the trend factors has t* beirn eliminat«*d. 
the results show cyclical flnetiiation around the trend. Unfortunatelv. 
fiowever. this rnetluHt of statistical measurement of csclical liehavior 
includes fluctuation due to random events. The mi'flmd is om^ r»f a 
"process of elimination. * Imt, .since we liavc not eliminated the ef¬ 
fects of random events pi(*viouslv. thev arc includtHi in the cyclical 
Hiictiiatunis. Tlierc is no known int?lhod of fpianlitativc measnrerm^nt 
of random lluctuation.s, 'I hc best that can l>e acliievcd is the use of 
the alwH'C nietho<i with allowances for random Huctiiations. Such 
fluctuations do not arise' directlv from causes inlu'rent in tlie eco¬ 
nomic system but from such caii.sc's as a strike or prolonged shnt- 
dowTi in some particular industry'' In the interpretation of statistical 
data it is im{H)rtant that epuditative bn tors be used to explain some 
of the fluctuations which statistical devkres lump logetluT with cy¬ 
clical fluctuations. 

The averaging of data from several economic .series into an inde.x 
nuiulM'r for the purprrse of measuring general or over-all cvclieal 
fluctuations is also lw\set with many diificulties. The problems of 
acx’uracv, weighting, and bia.s of index numlx^rs influent^' the reli¬ 
ability of tlw" iesult.s. 0\er-all indexc’s nf et'ononne activity are .some¬ 
what cTude. but even in such iin t^ligations there is ample evidence 
of rtNt'ujTing jH^riinls of gotni and bad times, 

Fjilnbit 3 jihow^' cyclical fluctuations in the United States from 
17^)0 to 1949, Several stTies are sliowm on this ch;irt, and cx'clical 

* Tl»e rfiKk rtrtfcf* from M*iy tt» 0'ti»l»nr, lx an mample. 
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fx’^havior Is present in all of tliem. It is to he noted that the line 
aronnd which the series fluctuate is horiiunital This is l^'uust' the 
incasurenieiTils shown are tliose dt!M.rib<?d in the prt^cY^ding para¬ 
graph, i.e., pcsrctnitage deviations from treiul This chart, thereftm?, 
reveals nothing as regards long-term IumkI It slKMihl 1 k> noted thzit 
these cyclical nu)\eiiients are erratic in all pliases of the cycle, llie 
upward movements, for example, are not smooth but cxhisisI of a 
series of relatively slu)rt upward and downward movements within 
the cyclical movement ils<df. live cyclical niovx’nituU is in spuils 
ratlu*r than a siiKKith c*onriniit>us line. lafcewive in tlie downward 
ovclical movements we find short ix rimls wJx'n the fnov4»meiit niay 
f>e upward for a sluMt |x^ri(Kl (>f time. This indicati^s that during 
perirKis oi upswing rjr downswing tlu‘re are interrupting movements 
in the opposite direction vvliicli are not of stiHieient magnitude to 
4 hange the direction <»f the < yclical movement itse lf. Hus has raiscHl 
a great (leMl of discussion as to wlit^tlier there are .several kinds of 
cyclical fluctuations going (ui at tlie same time or whetlu'i (here is 
only a single evde. of vs Inch the iiiiiux movements are onlv a part' 

Further (\Kaininatioii oi Fxhibit 1 indicates (liat not all th<* niove- 
inenls upward and downward ar<' snuHith but rather tend to move 
UM'guIaiiv in ji'rks or spurts. This lends sup]>ort to the thesis that 
the factors causing these ifT<‘gular movements are not idc ritii al with 
tliose ri\sponsible lor the entire cvele from p*ak tf> peak or trough 
to trough. Profc‘sso! flanseit has cla.ssifi<*d the peak to-peak iiiovc*- 
inents as ‘ niaj<ir ami the* irr<‘gular inovc^ments as eveles.** 

That is the cliissificalion which will be used here. He slates: 

Quite cominoulv . . , liic term “business cvele'’ is applied with refer- 
encr botfi to what is called the minor tyrie and to the major ( Vele, . . 
Farticulariy in the iipswiin» oi ttie major eycU*. the re regularly oceurs . , . 
one or .scmietinies tw!» ii]t<‘rrupt{uns to the upswnui rnovenK'ni, In s»'vi'n 
c»f the* fifteen major cycles in the period from ISftT to lliere were 

two minor rewssions and in eicht of the iii.ijor upswings titere w'as one 
minor rec«'ssion. Since ISkVF out of six inajcir cycles two \v<'M‘ internipUxf 
hv twx) minor r<*e«*ssioii.s and four by one minor recession. ... It is to 
he* noted that ven rarely ilo minor upswings internapt the dowmswing of 
the nxijor cycle. . . . The major cycles vary in length from a miittrtium 
of six years to a maximum of twelve years, tlurngh wttfi rare exceptions 

'For ccmtraMnijy virwji Joseph H. 5k iiiimp<'t<“T, fiftiyjnru C-'t/efer < New Yffllt; 
MeCitaw-lftll hnfA Co. Im:., atKt Kdwin Fruicy. Fowwnic Flu<iuati<m* In 

Vniied StafrM i Carnhriclj^r. Mii.v!s. Miirsard I'nivmity Pie«*. JfM4} 

* Aivin I!. HaniMne f wr'tti Ptdicy and Cyr/eji (New V<iTk; W. W, Niolim 

A Co . Inc.. UMi V, p. 16. 
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thry fall within tl*** range (if seven to ten years, the average being slightly 
over eiglif vears 7 Ik‘ minor cycles haie a rang*? of from a niininuim of 
tw'o years to a fniiYiritnut ol six years, tlmngh thev usually fall w ithiii tfie 
rar^gr of three to four years with the av^'ragt* slightly (rver and one- 
third yrars.' 

I'he existeii('(* of a inincrr evcie has lM.^eti most frerjticntly asM>- 
(rialetl with the acc unuilatioii and reduction of inventories. Tlu^ 
theory is lliat, as an increase in business iHtivitv cKciirs, manufac¬ 
turers, dislrilmlors, \vhoU*siiIers, and ndailers attempt to increase? 
their inventories to maintain soim* sort (»f ratio lKa\vet*n inventories 
and sales, 'fins means that tlie absolute volume of itnenlories uH 
along tlu‘ lull? in the distribution pnx'ess must rise with an increase 
in the volume of sales. The net result is an inen/ave in tlv* production 
of goods gnsiter than the real increas4‘ in demand on the part ol 
wmsuiiiers. As the increast* in demuitd hovels oil and merdiants and 
marnifuclnrers achievr* the desired rati(» In'tween inviaitories and 
sale.s, that part ol the demand for additional go<«ls which was used 
to maintain this ratio disap[HMrs, and the result is a decline in the 
manitfactming industrurs producing ihest' giHwls Manulactming ac¬ 
tivity is theti conlifK'd to iiu'cting the mrr^'nt (h'mand ol c onsumers. 
Should sales sh(»w' a decliiK\ merchants alt<Mnpl to trim tht‘ absolute 
volume of their invamtories to nuiniain th(‘ (haired insentorv-sales 
ratio, and the net elbrf is to redrain Irorn pmcliasing adcittional in¬ 
ventories* until eurreut inventories have been reduced to bring them 
into line with lire lower level of sales. Manufaetur(*rs then c*eas(' 
prodiu;*tion enlirelv or sharply curtail output until nu'rc'hviuts again 
Ixygin to huv to meet curnait demand or until sale.s liegin to rise 
again and thus iK’gin a refx-tition of tiu' entire (*vcle Wliile this 
the.si.s explains whv manufacturing activity tends to rise and fall 
acewding to invenloiv demands <»f lutTcliants. it does not explain 
win sales by merchants rise and fall. This problem will be discussed 
Im'Iovv under the major ('ych\ 

If the inventors (^xplanatiori of the minor c;vcle is acct'pted. tlnm 
in tlu* sliort run the attention of the hnsinevsnian is f(K*ns(»d ujion 
watching inventories in relation to sales. SiiUT it is not alwavs pos¬ 
sible to distinguisli a minor cycle from a major cycle, inventorv jx)l- 
ie\ must lx* cM-ordinated with factors usMX'iated wuth the major evcle. 
The major c^yelc hears ujHin other jHilieies of the firm, such as capi¬ 
tal iiiv<\stmeiit, depreciation |Kdicv\ pricT jK)liev, staling jxdicy, per- 

* JM., jvp. 16- 191 , ftfuHfn. 
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scmnel policy, and similar decisions affecting the futurt* of the firm. 
This means that the hnsinesstnan must make a forecast ewering a 
period longf^r than sliorl*nin inventory adjustments, and, in order to 
do this, he must l>e able to identify the phase of the cycle in wliich 
be finds himself. 

PtmcH of the Cycle 

A major hiis'iiH*ss (*ycle passes throuijh four |)has(‘s of develop¬ 
ment: depression, revival, prosjH'rity. and lect^ssion. llu’se jvnkKls 
are not identical in l<*HjB[th. In any given cwle the dt‘pression peritKl 
may he long relative to the jWTiod of r<*co\‘t‘rv and prosjxTitv. In an¬ 
other cvele the ri^latioiiship mav he the rev erse. Then is no dear line 
of demarcation hetwe^ni the end of one phase' and the Iwgiiming of 
the next. 'Ha* trarjsition from one phase* to another niav or may not 
!m' abrupt and is not always ea.silv disci^niilde*. In spite of the diffi- 
cnltie.s of (jhservation and measurrment, it is helpful to divide tin* 
( vcle into these lour phases lor studv and investigation. 

During tlie d« /»ri .YSfon phast' of the t yt h'. proiluclion has Ikhui 
reduct'd tn meel haiid io-mouth huving polities of consiiiners, un¬ 
employment is largt*. costs tif l>oth labor ami materials hav e fallen in 
relation to selling prices, interest rales are low, hanks have larger 
reserves, and tlie desire in hold cash ratla^r than other forms of 
wealth is high. (Imse laetors whieh liave refused to ac‘<a*pt Uwer 
ttnupens.ifion in relation tcj selling prices t>f their prodmls are uii- 
emploved wliile otliers mav Ik‘ emplove<l at lower rales. Purchases 
have lH»<‘n (‘Onfineil tf> nei'essilies: those gomls whic h have' duraliilitv 
hav e been pressed into longer M*rviee. I'he <*conc»mv is at "rcK-k Iwit- 
tciin." 1 h<‘ outhnik for the future* is not bright, and businessmen are 
unwilling to make* long-term c*c»mn»tiiHT»ts In fact, they may at¬ 
tempt to scale down some of their burdensome fixed c harges which 
were incurred during more prosperous times, l atth' or no new cHpiip- 
meiit is purchas'd otlier than for replattanent. This do<\s ii**t mean, 
howeverf that no expansion whatever cKCurs during dcqires.vicm. 
Some businessmen mav IcKik ujvtm the dc'pression as an opjxirtimity 
to prepare for letter bu.siness in the future* and engage in additions 
to plant and c*c.pupment while tin* costs of sneb construction arc? low 
r«*lative to expeerted future prices. There are also some mdustries 
wiiich may Im* cm joying a relative degrtH? of pros|ierity during de¬ 
pression. Such was the development of rayon and rayem fabrics 
during the* dc*pr(*ssicjn of the early thirties. Other than such excrep- 
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tions^ however, economic activity is at a riiinimum consbtent with 
current demaiui. 

Eventually, during a depression pc*riod, machinery will wear out 
and will liavc to be replaced. Or possibly some new invention or 
iiiiprovement will stiiimlale deiikand for gtKxIs and services. An 
anitounced policy of governineut sp<mding may cause a change in 
attitude which will bring alxHit iiKTeasrrd t^x{X*nd)tures and thus 
cniiise an increase in general busirress activity. VMjalevcT the cause 
(or increastnl optimism on the part of consumers and busiiu*ssmcn 
which increases ex{xmditure.s, once the n vital is begun, it tf'iids to 
grow at an increasing rate. With the increase in optimism, l>usines.s- 
rnen lurgin to anticipate that future prices will In* in exc(‘ss of airrent 
costs or exfXH’ted future it>sts and thus profit prospects increase. 
'Iliis results in placing orders for new e<jujpim*iit and rt'plat^t'rnent of 
old. Inventories must be replenished and increased to keep [)ac'e 
with increased demand. Durable ginxls whose jntrehase was jn>st- 
pomnl during the depression are now nuxe f*agerlv sought. EinpKw- 
riuuit iiuTcases, bank laan.s increase, and, as the prosperitx phas<* is 
entered, lK)tlleneck,s In^gin to ap|>ear in mans lines, resulting in 
sharply rising prices. The growth in i*coiioinic activity contiiuies at 
an ucxTlerating rate. These developments are cluiracteristic of the 
pc'ricxl of r<*c^)v<Ty. 

Tlu* |XTi(Kl ol prasjH'ritif is marki*d b\ high profits, high einploy- 
inent, rising prici‘s, rising eost.s and wages, rising interest rates, and 
a high level of deiuaiul. As the prosjx ritv continues, tosts temi to 
catch up with prices, and profit margins In^giii to diminish, the rate 
of iiicieasi* in demand for manv g<KKls tends to decline, supply lo¬ 
gins to catch up with demand as lK)ttlciu*cks di.sapp«‘ar. and a gen* 
eral ftTling of uneasiness In-gins to spread o\ ei the busint ss atmos¬ 
phere, InventiHies are high anil, as soiiu* uneinplovment or tlireut 
of iiiieniploymc’nt In-gins to apjHMr, the outlook for the future dims, 
and the rate of sixMiding on the part erf Ixjtli cxnisumers and business¬ 
men tends to decline. As profit margins tend to decline, businessmen 
are less incliiuxi to risk invt-slment in o[Mrrations which will not l>e 
priHluclive until some future date. Interest rates tend to rise, prict s 
tend to level off, and there is a fear that they may dt*cline juid result 
in some losses, so that the optimism trf pm.s|HTitv‘ fades into {K*ssi- 
mism and a peritHl of rrx’t^siuii sets in. 

The jx^ri<xl of rcces-vion is marked by many udjiistinents or at¬ 
tempts to adjust to tlu* changing situation. Banks lux^jme more con- 
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cernedi about their outstanding loans and call them in or refuse 
extensions as credit risks lK’‘Come more hazardous. Businessmen at« 
tempt to cut costs wherever passible and alsc) to reduce prict^s in or¬ 
der to hold their trade. Some pric<^ are stiek\ and do not fall rapidly, 
and this usually results in sjH*ediiig up tin* iiu rea.se in unempKmnent, 
Plans for expansion are carueltul, aiul durable mnuls whicli still hav«» 
useful lives are retained in use or placed in idlen(\ss so that their re¬ 
placement or repiiir is |)ostponed. Current derium) is met largely 
frfiiTi inventory lV^»ple tend to hold onto money rather than s|U»nd 
it. This I.H*lun ior leatls toward depression, and the cycle is complete. 

Security pri('c*s geuerallN tend to reflect busine.ss conditions and 
hence fJucttiate with movements in economic aclivatv. The move- 
Tueut in sectiritv prict^s is not always parallel to business activity. In 
ti>c summer and fall of 1929 security prices were highly inilated. 
while prices of manufactured gtHuls and services atnl wages did 
!jol <*\hibit sucli an inflation. The gentTal levcd of e.*cononut‘ activitv 
rose during the lw<‘iities, Imt steuk pric<*s rose' proportuuiately nuue. 
Again in the* r(*co\ (*ry of the* thirties and tlie re*ee‘ssio!i of 19«>7, seen- 
ritv prie.t*s t(*rid<‘il to var\ with ge*iu*riil ecofu»mi(‘ activity. Such hits 
not bce'U the ('ase since the end of World W'ar If. howe»vcr. The rela¬ 
tionship <»f security price's, particularly common stocks, to the gen* 
eial lev e l of e'c onornic activity has be^e'U difficult tr) establish. W'hile 
e'lnplovrnent, profits, sales, and pric-cs have rise'u anel reniaiiied at 
high h*vc*ls. no definite treMid is vet di.sceTnible in the* [)rice of ecpiity 
shares. Although one vvonld c'Xpcnt the se‘(’nritie*s iniirkel lf» reflect 
general l)iisine'ss coiiditienis, it has not proved dep<*iulablir iis an indi¬ 
cator of present en future e'vcnt.s. 

/u s/\/:ss<:}cu. nirxmji's 

The occiirrcnc'c of business cycles has fiee n attribuli'd to a variety 
of caitse.s. Earlier theories of fuisiness fluctuatiems ti'Tided to assign 
one piirticnlar factor or group of fact<»r.s as the primary cause 
cyclical Ixdiavior. 'Fills implied that arntrol of this single or particii- 
lar group of factors would eliminate the cycle. Hitsincss cycles have 
lK*en imir{uc, in that the C'ombinatuiii of forcu^s winch luings them 
alwMit is rare!) the .same. The .same set of forces may lx* [m'se-nt but 
vxath varying importance. Busiru'ss-cycle investigations, theiebire, 
have subsecpiently developcnl less rigid tlux^ries and placed greater 
emphasis ujxin the vaning relationships of these forces. con- 
temporarv students of the cycle would acxept an explanation of tluj 
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btisimtss cvcU* in terms of a single causal factor. The mon? rigid the- 
orie$ have made llieir ajntiibiition tu the development of cycle the- 
orv' ami for that reason will be* discussed briefly Indow^ The decline 
in ijnjKutarice of sinne of these ihiHiries is not due to their outright 
rejection but p<*rhaf>s to either a lack of statistical data to verify them 
Of the rise in relative importance cif other contributing causes. 

Theori<‘s of iMiviness cycles may be divided into two broad classi¬ 
fications: f*x<jgenous and endogenous. Erogenoeev theories are those 
which attribute tlie rn’cnrreiice ol cH.-oiiom)c fluctuations to causes 
originating outside tlu* economic system itself, fdienoinena foreign to 
the e(.tmomic system meur. and the system then attempts to adjust 
to them. 'Ilie adjiistnu'iits either increase or decreast* (he level of 
ecnnoniic' aelivity. I'he oiitbr(‘ak of war. for example, is considcie*ci 
t(» be outside thr* <*conomit svslein, |)ut its impact upon the ecoiitnnv 
is rather impressive Kru/o^rtwiis theories atliilmle llu^ cause of cy¬ 
clical lH‘havi(ir to phemimena inherent in tlie e<*otiomic s\slem. Insti¬ 
tutional iat tors play an imjMirtaiit jiart in this theorv. Strict classifi¬ 
cation of thes<* theories is not alw*avs siinp]c\ For example, one inav 
iisk whether the issuance of a govenmit nt regulation is an evtmt 
wattiin or without (he et onoinie sy.stern. I)e[Wuliug upon its nature, 
it may placed more easily in one classification than in another. 
This will become mor<' iipparent as the theories are discussed. The 
placing of a iheorv in om* category for the puqxise of discussion 
d<M\s not tvxehuU* it irom the other. The theories discus.sed Iwrdow' 
are. classified as iollows: 


Evogf’neii.s 

Sunspot .u*(l wealfier 
Oop virld 
innovation 
VN’iir 


Emit >u.v thf'i >nVs: 
Profit 

Moiniary and credit 
Noninoiu'tary 
(>\erin\estment 
Undt'rL'onsurn|>tion 


SumfHft and Weather Theories 

Various attempts ha\e made to relate the fluctuations in 
bitsiiiess acti>ily to ihi* apfXMraruT imd di.sap|X'arafict^ of sun- 
sjxits. The earlier theorit^s truml the effect of sunsjxHs upon the 
weather, wfiich, in turn, aflixUul crop yields, and this, in turn, af¬ 
fected the Unel of fnisiiiess activity, both \\\ S. Jexoiis and If. I.. 
Moore supjxirtixl this theory' wath some .dight variations in their 
respective devtdtipments. Jevoiis notetl the ap[H?ariuia^ of sunspot 
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cycles which coincided witli busim^ss cvck*s from 1815 to 1857. l^ter 
data did not support this theory, and it wiis {>ractically forgotten 
until the middh* 1980‘s, when tlie iht-t^ry was again rev i>*ed. This 
later thtwy suggests a relationship betwwrn human energy^ and sun* 
s|yits. SunsjXJts, which appi^ar in r\cU*s. trii<l to alfivt climatic csm- 
ditions. and this effect is transmitted into cv cles in tiu* level of human 
activity, which, in turn, affects etnaioniic activity. Attwding to this 
theory, when we feel aini>itious and eruTgetic troin solar stiiniilation. 
we apply ourselves with mor*' vigtn to out <laily activities, atjd this 
causes a S|WH*ding-tip of mnioruic ac‘ti\ ity. As our energy wanes and 
vve iK’COUie h'lhurgie. we are less effieient and ean‘less, and heiict* 
eeononiic aetivits declines. Another variation of the theory is that 
the iucrc^Lsc* in bright areas on the siirfaca* of the sun cause an in¬ 
crease in tile uhrav iolct ravs reaching llic* i^arth, 'I his stiiiuilates us 
to (iiiuk more clearlv , act lurut* euc‘rgeticaIK, and lluts causes the 
IcM’] ol i c'onomic activitv to nst‘. As thi'Se bright areas disappear, 
as a result of an incTcase in th#‘ nuiulu'r of snnspots we have a ilecline 
in human [nafortnanee. with a resiihing dec line in economic* activity. 
This has led one writer on llu* subjcrt to .suggc-st that, if this thesis 
Im* c’orre<;l. we could elijjiiuatc* biisinc*s.s cycles l)V means of ultra 
^ iolet ray lamps. 

liccaiist' of failure of C'OiTelation between sunspil and business 
t vt ic's and failure* to establish a more certain line of causal relition- 
ships In'twecai the effec ts of solar radiation and nllravictlc't rays ujwni 
tfu' human body, little* acce ptance has bc^en given to tfiese theoric»s. 
1*01 that reasem thev plav no part in the* forecasting of future ec:0- 
noinic amditioiis bv the* businessman. Until such lime as more 
c‘*upirickd knowledge is available (‘Oiicerning tlie c*ffects of snnspots 
upon human activity, these theories avail us little as to tlu* causes f*f 
l»usiiK‘ss ftuctiiations, 

Crop-Yield Tbe<fry 

This th<*orv is closclv associated with variations in the warathcr 
and climatic* conditions Weather aff<:‘f'ts crop yields, and tins, in 
turn, afffx'ts tuvmomic conditions. Karlier theoric^s of this type held 
that a large v ic ld of agricultural products heralded a pc^ifKl of pros- 
jx*rity. wdiile crop failures meant d<*pression. In a scK’iety which is 
brgely agricultural a jwsitiv e c*<jrrelation of this tyjve may well pre- 

’■ C. Itiatt, Butinett C'ycfcv* and Fifrinutlng D. Irwin, 

Inc , IW 81 , p, 165. 
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vail, but in moilem industrial nations it Is not dear as to whether 
the rorreliition is positive or negative. That is to say, tliere is the 
difficulty, in modem times, as to whether high or low yields am asJMv 
dated with priwsperity or depression, lliere was the decade of the 
1920\, which is historically n^ctmled as a period of prosperity; but 
during this time agricultural prices and int'oine were <leclining rela¬ 
tive to otlier pricf‘s and incomes. In the earlier part of the 19:3()'s 
then* was depression in iKitli agricultural and industrial .spheres of 
the natkm s i^coiioriiy, although crop yields were high. 

There art; observal>le Huctuatioris in agricultural output which 
move in cselical fashion, but there is little ci>rrelation between agri¬ 
cultural eycles and those o( industrial productif»n. There are statisti¬ 
cal difficuhies" present in ineuMiremc^nt <»f agricultural lycles similar 
to those in industrial pr«Kliu:ttofi. llie cycle, or variation, m tjutput 
of agricultural products is not tlie same for all fiiaKlucts. It is diffic'ult 
to identify (/le agricultural cycle. 

While tliere is litth* relationship bi'twivn gene‘ral llnctuations in 
crop yields and industrial production, tliere is rathiM close jwisitive 
Cf>n elation Iw^tween agricuitural prices and industrial activity. 7'his 
aiirelatKin has led some to jump to the amchtsion that low agricul¬ 
tural prices are the ('auve of low industrial activitv. Supporters of 
the farm price-su|>|w»rt program iiujiU such a theory frfM|uenlIv in 
their arguim*iits that there can Ik* no prosjHTits for all unless tin* 
farmers are prosjHTous 'I he relationship lH‘twei‘n agiieultuial priees 
and industrial activitv is rather coinplex. Scaur wiiters have* argued 
tinit industrial activity atlc^its agricultural pricers. This tlieorv is just 
tlie rewrsv of that wliich aigin*s (hat changes in agricultural output 
eau.se business c\cles. This group contends that the rise of industrial 
priees and wages iucrcMSf^s the iiieome of those ciuplo\ ed in industry. 
BeeaUM* of increased incomes, the demand for agricultural [)nxluct.s 
increases and results in inereuMHl priees for these producis. This 
|>ositiou. Item ever, is valid onh on the assumption that tlic* supply 
of iigricultni.il prcKliicts is inelastic in the short run and that some 
of the incieaM.^d inoiines of industrial workers will Ih* s|H'nl on addi¬ 
tional ugricultnral products Ihis tfuH>ry removes all cau.sal effects 
from th«» agricultural s«*ctor of Uu* ecuiioinv and makes price's of 
agricultural pnxlucts dejx^iident upon the prict' and output level of 
the industrial sector of the txwunny. Perhaps the chief reason for 
this position is (he assumption that agriculture plays a roU' in total 
ei'ononiio acti\it\ relativelv minor to that of industrial activitv. 
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Of chief importance to the businessman is the relationship of the 
prices of his raw materials and end pn>diict$ in reflation to agricul¬ 
tural income rather than tlie over-all relationship of fhictiuitions in 
agricultural output and prices to industrial activity. An iT)cn?ase in 
tTOp yields will cause a dt^t'line in agricultural prices if the demand 
cur\'e for such pnKluce is negatively incliiinH.1 and dcH*s not shift. An 
increase in the yield of (orn, for example, will cause a decline in the 
cost of producing slaivh and gluc'ose under this assumption. It is jk)s- 
sihle, if the demand for starch and glnaise pnHlucts is elastic, that a 
reduction in their prices will so int'n^ase volume as to increase de¬ 
mand for i orn and thus maintain or increase its price in spite of the 
larger yiehl. Where agricultural prcKhicts ina\ Iw:* cMsily substituted 
for one ai^otlier. the relationship between yield and prices lK*c-omes 
more <‘omplex. Such is the situation in the use of vc^getable oils which 
are derived from c'ottonM'cd. soybeans, flax, and ollit»r agricultural 
prcKluce, An increase in the vield one of thi*se pHnlimts with no 
(hangc in yield of the others ma\ c aiisc a decline in the prici* of all. 
7)»e elfect of thest* price' cliafigevs iijmhi over*all economic activitv 
(lepciKis iipor) tiu* im|)orlancf' of these pr<Hlucts in the ecimomx. 

(’rop N'lrlds, while' fhe\ affect the lexel and nat»iie of economie* 
actixitv, do not furnish an adeepiate explanation of business cycles. 

I hc\ arc niorr in the nature of (‘ontriimting ( auses than a total ex- 
j)lanatjon. The businessman would do well to ac(|naint hiinseH with 
the effec t crop vic'lds and agricultural pric'es both ii|>on tin* total 
les'c'l of econonu(’ ai*tivit\ ami iipm his |Kirtic niar indiistrx and firm. 
It is snggc-slcd that he not dr|Mmd upon fliuduations in agricultural 
output and price's as a banunc'fer of general cHonomu* activity. 

Innovation Theory 

Awirding to this C'xplanatioic business cscles are the results of 
inventions and tf»eir stibs<’<ju(*nt ecommne exploitation. This (liiHiry 
w'us doveloj>f*d })v tin* late Professor S«'l)um[.H*ter as a corollary to 
his theory of innoxation profits. 'I'he tliesis maintains that, when 
an entrepreneur makes a dist'osery of ik'av prcKiiicts i>r UK'thods. he 
is imitate^] by other entrepreneurs as cjuukly as they arc* alilc to 
acquire knowledge of the prcKluct or procf.'vs. A new discovery calls 
for new’ prfHliictive capacity or modification of the old. This means 
an addition to physical output, the employment of more iafior, an 
increase in spcuiding. and the supply of giJHKls must tlierefore in- 
h*'*’ PpiTt I, jtp 
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cmase to meet the grtnUer demand for old as well as new (irodiicts. 
Hiis eauMfs a cniimbtive |H*ri(Kl of expansion of pnKluetion of both 
capital and consumer graids. The increase in demmid causes a rise 
in prices which increases profit prosp<‘cts- litis induces other enbe- 
prcm»urs to enter the market and thus add to the demand for new 
jmKluctive resources. 

I'his theory is more cmnpleh^ than the prtwding one. in that it 
oflers an ivxplanation for depression as well as prosperity. As nt^w 
rntreprenenis vnU^t an industry, the profits of the iinhistrv tend to 
dt’cline. New eiitreprt'iicnrs iiicreas«* tlie supply ol goiwls relative to 
demand, and prices fall. With falling prices and diminishing s'ohimc 
of output |>c i* sellcT. costs riM*. and profits decline to the point where 
no new enln^premairs arc attracted inti* the industry This causes 
the deniamJ for poKluc tive facilities to decline, and imeinployim’Ht 
(Kcnrs in those indnstrievs formerlv sopplvhig this dc^inaiKh IhLs 
nic'aris a rt^dnetion in consumer c‘xpenditur*'. which recloies profits 
even fnrtln^* and |)Ossif>lv causes some enticprencMirs to snfler lossc^s. 
This turns into a downward inosemtMit in which attempts arc made 
to reduce' costs, and the movenieiit In'ccnnes enmulativ(> in a down- 
w^iird direction. 1'his downw'ard inoveintMit w ill contimu' until tlicrc' 
is A sudicient riHlm tion in (lie numlx^r of firms to permit the eaniinu 
of 'iKUimid ‘ profits. 

Unless there is a new disi'overv. it is jirt^smned that the j>eriod <*f 
depression will continm^ iiuhdinitcdv. Prosperitv. under this theory. 
dc|M'nds upon a continnons series of inv«‘ntions or innosations If 
the inventions or innos ations are evenl\ spaced and have eipial ex- 
pansionurv effects, there will Ik' a esmtinuous period of pros|x»rity, 
If. on tile other haiul, the inventions are bum lM'd at iru'cnlar inter¬ 
vals, there will l»e periods ot c'xpansion and esmtraction. Professor 
Sehiimpetcr's explanation of the inisiness cvcie is based on the as- 
sumption that inv entions are bunched ami Ikmicc the pTioils of pros- 
|>f*rity and ilepression One of the reasons h^r this apparent bunch¬ 
ing, he explains, is that an invention or disaiv iTV of a new' product 
or poKf'Ss bv one entrepreneur ca^lM^s oimjM'titors to strengthen 
their efh^rts to cs>p\ the original discoverv or ponhice sufficientlv 
close substitutes so that iIutc is an increase in demaiui for the fac¬ 
tors of production. This is transfonned !ntr> an incrcaw^ in the level of 
i?i‘Oiioiiuc activity. Thes«* inventiiins and diswv cries arc ustiallv 
lookeil iiiKm as events outside the <xx>nomic sy.vtem, and their ap- 
|>eurance tends to set up reactions within the system. 
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There is strong histoncal support for this theor\\ Professor 
Schumpeter pointed to the era of railroad huildiitg hillownng the 
(Jivil \\ar. This iKXwn reached its hi^h<^si point during the 18#40\s 
and was followed hy a Inxmi in sul)iirl)an elcrctric railways. This 
lK>t)rn rtfached its p*ak alHiul 1910 but was followed bN' the ilex elop- 
merit of the aiUoiuohile in the secxmd and third decades of this 
century. The discoseries in each of these industries caused the cxne 
current gniwth and expansion of alhliatcx) indnstrit^. such as chem¬ 
ical, niblxT, glass, steel, and coiistiuclion. The chief w'cakness of 
the theory is tliat it denrs imt aix-ount for the ininof fiiictnations 
which occurred during tlie long up^ and downswings in each of the 
iiuiovating peritHis. ‘I liev may Im* placed in tlie catt*gorv of adjust- 
merits, but, as Mich, (hey arc not predictaljU* uiidc'r this theerrv. 
'I’liis tlieorv also dern*uiiJs no p<Ti«Klicitv of ec‘onoiiii(' beliax ior, siiicrc* 
;ill stimuli come from outsitle the systi'in Tliis is a ver\ impntaiit 
theurv for specific industries, such as the radio industry during the 
and llu‘ television imlustrv at present. 'IVxhnologieal t'liaiige 
has an impact upin ecotiomic activitv and afftrls all industne^s in 
\arious degree's. Hus (ac’tor mu.st be taken into ,icc‘tMuit bv the 
bnsintvssmaii iii making forc*c*asts td future taonomii tlevelopments. 
It is a factrir to be consiiU;M'fl, although it is iM»t submissive to 
statistical m<MsureiiK*nt as are .some other (‘conomic variables. 

VTflf 

While there are some who offer war as an explanation of business 
cycles, it is more in the categorv of a rand<»n» caiLse However, 
it diK\s liave far rcMching <'ffects n|X)ii the ecr»n<»mi( system which 
go beyond the dtiration of war itself, 'fhe outbreak <if war interferes 
with the direction of movtuiuait of ixononiie ac'tivity. A belligerent 
nation must sharpiv increase its prochn tive capacitv so as to increase 
its output of w ar niatenals. Such actiyitv ftsiiallv causi's iiicTeaseis in 
the monc*y supply and in phevs. and frfajuently it brings the arfdtrarv 
alKx'ation of economic rcsourc*<*s. There are accompanying dc*velop- 
numts which affect cwnomic activity for a cHMisideralile pericKl into 
the future. Ilici birth rate, and hence the population, increaM-, AIjx) 
thcTe may lx* amsiclerabicr migration from other nations to augment 
tlve lalxjr supply. Forengn lufxjr is attracted bv liighcT wages and 
may move if not restric^tesd. Ikx'auM? of intTeaMxI demands for .skilled 
labor, training must lx* in various trades and sktih, The in- 

CTea,sed population, larger trained lalxir .supply, and increased pro- 
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ductive capacity exist after the war and will afft^ the level of busi¬ 
ness activft). Ti>ese are factors to be cfonsidi^ciid when there is some 
postwar planning undertaken during a war. 

As for war causing business c*)'cles, the t*xpIanations offered are 
more in the nature of an explanation of depressions rather than 
the complete cycle. Because of tin- increase in nioney inanmvi dur¬ 
ing the war, togi^her with a restriction on civilian goods, savings ac- 
aimulate which will lx* 5{X*nt when the war end.s and conversion to 
itvilian prrxluction lakes place. 1‘here is a vast p^*nt-iip demand 
awaiting salisfacticur In the postwar iH riml there is a great effort 
to expand afid Siitisfy this demand. The rale of pnKluctiori is such 
that it must satisfy not only the accumulated demand Injt also 
current <leniaiid plus uoriival growth. Once th(* acc‘urnulatt‘d ilernand 
is satisfied, tfiere remains only current and normal growth d(‘niand. 
so that all the prcKluctive capacity ref|nired in tlu* iiiiinediat<* 
postwar |X*riod is no longer tuMxlcd. Thcr(* ri‘sults a declini^ in brUh 
capital- and aiiisumcr-gcxids indiistnes, willi resulting fiiieiuplov- 
ment and dec'lining prices, Kcsiuoiiiic activity must dtH line and will 
not turn iipwar<l until poKluctive capaciti<*s and invc*nt(jrics are 
depleted or until some ramioin event I stich as w^ar) again arti¬ 
ficially stimulates tlx* deinaiul for more goods, 

Profit Theory 

Tfiis llu'orv (daces emphasis u(ion the role of the entrepreruMir. It 
is he wIh) makes dtH'isions to hire resourecs and enter into pifKluclion 
with the ex|X*ctation of making a profit. When entrepreneurs antici- 
paU‘ that tlx* margin hetwetm cost and pnee will increase, or at lea.st 
remain stable, they expand fmtpiil in the liojM* (»f obtaining increasetl 
profits. Increasing profits increase the* n|itiniism of the bvisines.srnan. 
In an atmevsphere of (fptiniisin Iwith busitx'ssnuMi and consumers 
tcuid to sjH'ixl freely. 1'his calls forth incrt'uscd supplv to meet the 
additional denraiuh and the level of economic activity continues 
upward at an increasing rate. 

All changes iii prices, cxwts. exptmditurrs, money, and credit are 
interprettxl bv tlx* businessman as to their effect ujxm futun* profits. 
A fall in prices means a riH.liu*tic4n in profits, unless exists fall propor- 
Honalely, so that future* activity is curtailed. An increase in the 
interest rate affects future profits, other things bt*ing fX|iiaK and 
the businessman adjusts his plans acixinlinglv. Profits play the 
central role in this* thexxy. Whatever occurs to brighten pnifit 
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prospects causes an upturn, and wlien tlw* outlook for profits is dim, 
Inisiness aclivitv is curtailed. Heni'c* llie cy clical swings in economic 
activity. While this theory' explains the reactions of the businessman 
to changes in the t^conomic system, it dtws not explain whv tlies*? 
changes (X'cur, The theor\- is really psychological in nature. Profits 
'—that is, ex[H*ctiH:l profits—d(*terriiine tlic m<KKl of the businessman, 
and the expansion and contractions of ecf)nonnc activity are directlv 
c<jrrelat«xl to his optimism and jx»s<simis!n resjH'i'tivelv. 

Pnjfessor A. C. Pigou has ctmlrihutcd grt'ativ to the psychological 
explanations of the business cycle in lus l.MX)k on liulmtrial Fltwtun- 
tions/* He fwints out tliat etonomic Hiuitiations iKcur Ix'cause of 
waves of optimism and pessimism. The biisiiirvsmaii is dealing with 
i!k‘ future in his tl(‘c:isioris, and this tntro<hic«'s the element of uie 
tertaint). The busine.sMuan assumes risks when dealing willi the 
future, and tin* assumption r)f risks introduces the |H)ssihilitv of 
error, In a period of optimism businessmen make dtTisions as to 
the prospect of future pn^fits and entei into comnutinents. As the 
future develops into tin* present, the businessman is able to ascertain 
whether be corr«*ctlv (‘stimat<*il his risk, If he diil so, he is optimistic 
and either stabilizes bis activity or continues <\\pansion, but if he 
discosers that be was in error and oveiestiiiiat<'d bis jiosMbilities, be 
Incomes pe.s.simistic aiid attempts to t^orif^t Ins error. I’his leads to 
c onirat lion, and. if such an attitude is gencTal. a pei iwl of depression 
M*ts in. 

The profit tl}(»orv, along with other psyehological theories, dfw's 
not conceni itself with llie problern.s discussed in the theorie.s Mow', 
such as overinvc'stment, undercoii.siiiiiption. and ecxinoruie niaL'Kb 
justnients. The turning points from pros[K’rity to depression and 
vice versa are explained in terms of the attituch's of tlic* businessman. 
IVofessor HalK‘rler states on this jKiiiit: "Die psychologic^al theories 
as such are not coiK-emed w ith spi^cific assumptions as to the nature 
of the maladjustment w'hich brings alwuit the adlapse of the bexun. 
The result of the optimistic error with wliicli the p.syrhologicul 
theories are concerned ma\ Im" shortage of c .ipital, insufficiency of 
eonsumers* demand or horizontal inisdireclion of capital: the ‘p.sy« 
thologicar tlieory i.s compatible with any or all of thcM" hypith- 
The psvThological theories are nl value to the businessman 

*’A. C, Pngoii, Iruluftnal FUu'tiuitifmi t 2tf I'd.. Miuniillan A i'M.. Utl. 
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in that, if busiimMrMfn as a group are optinustic or pessimistic, 
there is a tendentry for their expectatians to develop. Tliat is to 
say, if l>usines.snM*n generally expect that demand will decline in 
the f?ilurc‘ and r<\stiict tlieir plans fi>r exi:»aiision or cancel them 
entirely and restrict output in the present, such action will bring 
alMHit a reduction in the li^vel of consumer inct)in«‘ and hence a 
dtK-lirie in dtJinand. In a scK-iety motivated by profit it is essential 
tluit the businessman lake the psychological factor into account. 

Monetary and Credit Theory 

lliis thefirv attempts l<> explain eyelical fluctuations solely in 
terms of <*xpansioit and contraction of the money flows from pro- 
dn<«n' to eoriMinuT and back to producer. According to the ex- 
|)oneiits of this theory, hank CTedit (deposits) plays a large rohr in 
our society as the medium of exchange, and it is primarily the 
ex{Kiiiston and eonlraclion of bank credit wliich is n’vponsilde for 
the change in economic activity. In [K'lifnls of prosperity prices 
ri.se, the pfiysical c|uantity of goods sold increases, resulting in a 
rise in tlie total volume ol money transartions. Unites the existing 
money .supply turns over at a more rapid rale or tfie supply of 
money is increa.se(l, llu^ri* can In* no price rise. In this iheorx the 
(Musal factor in a jk'iiod of rising prices is llie incTtvise in moiM*y sup¬ 
ply, together w ith a [>ossible change in the rate or tnnnn tT of money. 
In [H^ri«xl.s of depres.sion the v<dume of transatHions and {)rices fx^th 
fall. The supply of monev is contracted or the rate of turnover de¬ 
clines or a combination of the two tKTnr.s. Existing supplies of grKxls 
cannot fie purchased at tlu-ir original prices with a di'creased money 
supply, lienee the price level must fall, and thi.s initiates u down¬ 
ward movement. W'hih* it is true that the institutional organi/iition 
of our banking system idays an important role in r(M>nomic activity, 
the extent to svlrich it brings alnuit twnoinic fluctuations does not 
enjoy unanimous agri'runenl. There can Ix' little doubt, how^ever, 
that our monetary .system is a coiHlitioning factor, if not a positive 
forcx\ 

The most detailed monetary theory of the cycle has Iwen offered 
hy Mr. K, O. Haw trey, ‘ His theory is summarized Ixdow as 
typical of this explanation of the business cycle. Cireat emphasis is 
plactxl upon the role of the trader or iiierchant and the franking 

U ICmtrrx, Thr Art ttf CjrfHfU S Co.. 
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s%^tefn ill economic activity. His acticHis are primarily influenced In' 
consumer outlay, which is defined as the total expenditure on both 
consumer goods and investinent gcxxls, that is. the jiart of con- 
sumers' incomes which is savtxl and invested. All phenomena which 
affect txxniornic activity, exogenous or endogenous, trausniil their 
effects l)y means of an increase or decrease in iXinsnriHT oiitlavTS. 

Tlie cause of a change in amsuiner outlay is a change in the 
quantity of money. A decrease in the cpiantity of monev of apprtv 
eiable projmrtions causes a decline in the deiiuind h)r g*KK.h. Mer¬ 
chants who ha\'e purchased gcKHls in anticipati<in of demand prior 
to the dccrea.se in money supply are unaMe to dispost* of their 
insentories at exjx'cted prices. They curtail or (*ancel existing orders 
with producers, who then face tlur same proldem. StfK'ks atxniinu- 
latc. losses cxcur, production falls. unempIovmei»l iuercast^s, tuid ti 
period of stagnation apjHMrs and continues until prices, tncliiditig 
wages, arc adjusted downward to jx-rmit the* sale of the goods at 
price.s which the new level of monev supply will sup{M)rt, Thus 
a jX'riod of <lep)vssion is one in wliicli there is a fall in consumer 
outlay, and a period of prosjx*rity is one in which thetre i.s an incTeast* 
in c^onsimier (uillay. 

7'he role of tlu^ l>unking system in this theory is the (*xparision and 
contraction of credit. I'lie creation of ert^iit fbank de}xr.sits) and 
the regulation of its amount are under the control of the banking 
sv,stem. 'fhe instruinent.s of c^mlrol arc the disc'ount rate and the 
purchase and sale of .sixnrities in the <i{wn market. The lowering 
of the discount rate induces nw^rchants to borrow, and an increase 
diswiurages such kKins. The purchase of seturities in the op<m 
market expands bank crcilit, and their sale corifrac t.s cretlit. Banks 
are limited in the ainouitt of cre<lit the v may c rc’iile by the reserve 
rt?r|uireinent.s of law and custom. Und<*r given conditions a certain 
amount of cash (reserves) is nccessarv to supjxrrt a particular 
amount of outstanding credit. The upp^r limit to cnnlil expansion 
lx*cause of reserve requirements plavs an impirtant role in thi‘ 
explanation of the up|KT turning p^int in this theory of the business 
cycle. This position of the banking system is imp)rtant. sintx* it is 
assumed that merchants are vt^ry sensitive to cliangi*s in the dis¬ 
count rate, i.e., the rate is an important element of of operation. 
A reduction of the rate relative to selling prict*s of g^Kxls incoi^ses 
the profit margin, and an iiKTe.ase reduces the margin. 

An upswing in busines.s activitv <K.c'urs when credit i.s expaiidcxl. 
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Aw <rx|)anskin wf credit occurs because the banks have high reserves 
in relation to outstanding deposits and are under pressure to incf eas(» 
loans. I^>am may be tiicreasi'd by means of less stringent credit 
THjtUfenufiits, changes in terms of repasment. or reduction of the 
dtsc^nint rate. Since the merchant is sensitive to changes in the 
interest rate, a small reduction increases his profit margin, and he 
liorniws luiids to enlarge his inventories, llns means more orders 
for produetTs PrtKkuers, in order to meet the increased orders, 
must increase employment. This rc^jiilts in enlarged consumer in¬ 
come ami faitlav. Increased demand causes the* salcvs of merchants 
to rise, and, in cmltT to maintain their eustomarv ratio between 
invenff)r\' and sahvs. diev increase their orders to the prfKlueer. 
which further iiuTcases consumer income and outlav and, therefore. 
iiuTchants’ sales. A circle of cumulative expansion is set in motion. 
Kach time the merchant increases his orders to the* pro(hK*er, lie 
Imrrows more funds from his liank. Wliile the theory doi\s not ev- 
plic^itly state it, one may ns,sume tliat prixlueers also increase tluMr 
lK)rrowings in order to meet the greatt^r demand. 

As the upward spiral in demand and snpplv continues, pressure 
is put upon productivi* resuurct^s. As i<*.source.s Imhoith* more fnllv 
employed, a further increase in demand for goods and ser\i(*es 
brings a response of higher pri(‘4*s. In order to nu*et higher prices, 
the merchant and pr<Hlucer must secure additional hank loans to 
cover increased costs. Hising prices, howesfi, ofier pissibilitit's of 
inveiitorv profits, and this further enlarges the* demand for Inirrowed 
funds. Further pressure is put upin ])rkvs bv pressing idlc^ balances 
into serv ice, that is to say, the rate of tuniovcT of the monev supply 
increuM^s, Tlu' greater demand upon banks for additional credit 
puts pressure upm their resirvcvs Another phenomenon affecting 
the rc'serve pisition of the !>anks is that the increa.sed volume of 
transactiems causi^s a grc'ater demand for cash on the part of con¬ 
sumers to finance tluar increased outlav. The banks are called ujwn 
to furnish this cash, and this drains their reserve^s' into the hands of 
the con.sumers. If the hanks an* unahle to replenish tlieir reserves, 
they must take steps to n)nibat the drain up>n them from additional 
loans and the provision of more cash. Applications for credit are 
more closelv serntini/ed, regulations on li>ans Int'orne more strin¬ 
gent, and usually the di.sc'ount rate is raist*d. l*he former means 
that new loans are denied, and the latter that the cost of new loans 
is increased. 
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The restriction of credit brings an end to the p<niocl of expansion 
and prosperity and causes a downturn to set in. When merchants 
and producers are unable to get additional loans^ thev are unable 
tn place orders for new gcKxls. Tills causes the uneniplosinent of 
wage earners, and, as a result, there is a decrease in ctinsumer 
outlay. The decrea.se in ci7iisiiiner outlay is caimxt luit only by 
faihire to increast? the money supply but also bv refusal of banks 
l(» grant new loans as old ones are repaid. This ( (attraction in the 
nitiney supply causes gotxls to rtanain unsold at their originul prices, 
and the pressure to rt'pay loans forces merchants to r<*fliic«^ pric‘t»s 
in order to secure funds for repayment. This further lowers con- 
surttt'f incomes and subsecjiumtb ctinsuiner outlav. Fiirthennorc. 
cash tends to be hoardcnl as work«Ts betxime unentploy*^), and tliis 
tauses a reduction in the rate of turnox'cr of the existing inonev 
supply. As iMnsumer otitla\ is re<luced, so arc mefibants’ sales and 
heiu'c tiu'ir ne<*ds for credit. Kach movement reinforct's the other, 
and fitere is a curinilative downward inoNrinenl of output, incomes, 
arid prjc‘es. 

As prices and output fall, (iirihci reductions arc expe(’t(»d, and u 
peno<l of depression de\ clops. Durini; the depression loatis are 
repaid or foreclosed, casli luilaiu'es of cohsiuikts arc* spent and are 
sul»se<jucritlv returni*d to the hanks to repax loans, and the res<Tve 
{H»sitions of the hanks improves. A,s rcst*r\es are acx’itmulatiHl afiove 
tl»c customary re.scr\e ratio, banks are under pressun* to lend, and 
promotional jxdicies are followed. Dist-ount rates which were in- 
(Tca.st-d during the pros(>erou,s period air* lowered to encourage 
merchants to Iw^rrow. If this policx is not sulfit ic ntly produc tive, 
l)anks may purcha.s<* .securities frrjiu the pul)lif\ This placf*s cash in 
the hands of c'onsuiTK*rs. If their cash lialances Imimhuc e\cc*ssive. 
they eithcT spend or inx<*st it, and this increases consumer outlay 
and thus stimulates salcrs of merchants. The upward rnovranent is 
again set in motion. 

This theory suggests that the husinc*ss cyc le could I nr elinnuated 
if hanks would crontinue to grant credit, once the upw'ard movrarient 
iH'gins. It also suggests that, so long as lianks are limitr^d in the 
granting of credit bv res<’r\e rerjiiirements. Iw-canse of either legid 
rra.vons or the institutional organiz^ition of the* monetary standards, 
tiicTc will be fluctuations in business activity. Tliiere are not many 
hustnessrnen or economists, however, wbf> w^ould subscrific^!: to the 
theory' of unlimited expansion of the money supply as a cure-all 
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for m>non»ir fltiotuation5. VVliilo th» tbiMsry explains the znovemcnts 
during a iHJsines^ cycle, it does not explain why all the causal 
trvents <Krajr. The iH-rhavior of the merchants indicates some psycho¬ 
logical reactions. 1'he tln!or>' dors’ etnitrihute to the relationship 
iH^tw'ecn c-onsuiner outlay and Uie quantity of nioncy. It also offers 
an explanation of the lelatioiiship iH'Nvctm the rise in prices and 
the rise in the cpiantity of money in prospi;roiis periods. Perhaps 
its greatest weakness is the heavy emphasis uj>on tlie merchant as 
the main factor in hiisiiiess activity. 

Monetary Ovcnnt'c»/mrnt Theory 

All tlw* o\erinveslin<*nl theories have the common characteristic 
of emphasis upon the role ol mv€\stmeiit in ec^onoriiic flnctnations. 
Under these thec»iies the purchase ol capital gcwnls and durable con¬ 
sumer goods is considerr<l an act of investment. 1'lie piirthase of all 
other g«wKl.s is c lassified as consumption. The industric^s proclucing 
capital gocnls and durable ('onsuiiK‘r goods exhibit greater amplitude* 
<d Huefuation in otitput than do those producing for current <*on* 
sumption. This behavi<»r is .sup|>ortc*d bv statistical data, as sbown in 
Exhibit 4. During a [w^riod of general exjiausioiK output «»f produe tTs* 
and CHinseimcTs' elurable gcKKls incrrc'asc's m<»re, while during the 
dow^nswing it decrcMSf^s more, than cKk's the output of consumption 
gocnls. This w ider amplitude of fhietiiattou arises primarily beeau.se 
of «)veTde‘V< loj)nicut ol the durable-gexHls industries in prospeTity. 
rhe fact that the goods arc* durable is the* fimdanu^ntal cause of this 
scMisitiv itv to c hanges in cTonoinic c'onditions Durable gcHnls pur- 
chas(*d todav are csuisiinics] over varv ing periods of time, depending 
upon the exti'Ut of their durability, PoKlua^r.s* durable gcKxl.s are 
tised to produc e* olhi*r prcKluccTs’ gcKids or consumers' gocKls. They 
usually last for several vears. Once the demand for the gcKxls has 
IkH'n met, there is no further mvd tor a continuous supply exct'pt for 
replacemeul. Hie same* is (rue of consiiiners* durable gocxls. The pur¬ 
chase of durable gcuxls c\m Ih‘ pivljxMied w4ien oc‘casion requires. 
The old machine* may be* rej>air(*d and used (or an extra year or tw'o 
instead of btniig replact'd. llie siunc* is tnie of an automobile or piece 
of fuiiitture 

The main thesis of the argument is that during the period of 
expuii.sion the c apital-gcxwis aird c^onMimer durable-goods industries 
are o\ erdc\ elopnl relative to the c*onsumption-g(XKls industries. 
There lue two kinds of overdewlopnient or maladjustment which 
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may ocrciir in the capitaKgcxxk industriefi. First there are vefiicci 
maladjiistiiients wfiieh (K^citr when the allocation of the factors of 
pnxluction to various industries does not correspond to the alloca* 
tion of money expenditures for the products of the various induS’ 
tries. Since all int^onie rewuvers n«*cessarily s|H»nd or save all or a 
part of their tne-omes, the amount s|Ki*nt on cHinsumcr i^oods indicates 
the kind and (|aaiitity of c'<insiinKT gcanls that the |K)pulation desires 
the amount sav<*d indicates the amount they wish to set asidt' to 
Iniild up the society's capital e(|uipnuait» i e., investineul. In otlni 
words, if the invf'siment undertaken bv businessnu‘ii is equal to thr* 
amount saved and the ainouiU of eofistimer g<wKls pr<Hhicetl is v\- 
actly c‘qiial to the amount demanded, tliere are no inaladjiistments in 
the ecr>nfmiv. This haniioiiious adjustriK^nt can }>e preserv ed only if 
the consumption gcuKls prfHluct‘<l are in ;u‘a)rd with (oiisiiiner |)ief* 
erences as to quiintity, quality, and variety. A s*‘Cond essential n»n- 
dition is that the producers of capital gixHls allcKate their deniands 
tor the factors of production so as to inaintain the distribntiim of in- 
nime consistcut with the pro|v>rtioiis of cousutnption and saving as 
well as meeting the exat-t (^({uiprneiit demands r)l the consninplio!e 
and other capital-gcxKls industries. If there is a disert panev h»‘tw eer» 
the amottnts c^X|wmded upon capital goods and the amounts sav<‘d 
(invested) by income leccivers. there is a maladjustment in the 
stnietnre of priKluction. It (he amounts exivuded exceed the amounts 
saved (investi-^l) bv iucoiiu* receivt^rs, lliere is an expansion in the 
eapitabg<K>ds industries not warranted bv the ih'sires of inc^mie n'- 
eeivers. as demonstratetl !>> the failure to sa\e (invest) a largtT 
amount. This (*\pan.siun in the eapital-g»>o<!s industries leads to over¬ 
development relative’ to th** consumer-goods industries, and a i rrfi- 
cal maladjustmtait occurs. 

A horizontal mahuijiistinc'ut vxvurs. bv contrast, when there is an 
<*xpansion in tin* capital g<Hi>ds of a particular industrs relative tf» the 
I'tiiivSiimption of th«' priHlucts of (hat industrv. Kor example, an in¬ 
crease in the demand (or telev isioii reeviv ing seUs w^ould Ih^ indicated 
by a shift in the demand cnirve to the right. If producers in this in- 
vlustrv' resjKuul l^y expanding capacitv to a jK>int in excess of the 
price and (|uantity locus on this curve, rnort* factors (»f protluction 
have Intm drawn into this indiLslrv than consumer preferences dic¬ 
tated. This results in excess capacity in the indu.stry as w’cll as the 
production of mort* television sets than miisumers are walling to biiv 
at existing prices. Father prkx?s must fall in an attempt to remove the 
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.vurplus from the market, or some producers must leave ilte iridiistr>'. 
The latter Is equivalent to a reduction in iiivx\stniefit in the iiidtistr\% 
A horizontal maladjustiTMmt is not niwssarily asscK^iated with cveli- 
cal fluctuations in economic activity, but vertical inaladjiistinents are 
fK>inted out as the vskusv, of such fluctuations. At anv piven imiment, 
one will probal)K find any iiulustr)' in a state of insufficient nr excess 
capacity, i.e., a horiwrital nialadjnstiiK‘nt; but this in itself dot*s not 
mean that there is a |x*ri(Kl of prosp<*nty or d<'pn\ssion. The differ* 
eticc- between a horizontal and a vertical inaladjustinenl is not always 
easy to detennine. Tlie lint* between tin* two is rather thin and flukL 
Fretjuently, one may a<t*t»mpanv the other. It is wlitm horizontal 
nialadjuslments btxjorne widespread, that they tend to surrender 
their individual idt'ntity and emerge as a vertieal inaladjiistment. 
W’hefi (his occurs, there is a change in the gt iieral levx*! of husiiu^ss 
acti\ ity (jf such luagiiihide as to identify itself as a phase of the 
hnsiness cvt le. 

This ct)ncej)t of vertical and horizontal mitladjustments is of 
('onsiderable n.sc to tlu* businessman. It is (pnte important to dis¬ 
tinguish iK'tween geiuTal mrwcinent.s in ecomimic activity and fluc¬ 
tuations in a particulai industis. llu* dt*(e*nnjnation of business 
|)olic\ (irflifiariU will Ik' different in the two i’asi*s. If the bnsin(*s.s- 
nun is able to distingiiisli In tween the tsso maladjustments, he is 
m a bettf*r position to take such sti*p.s as will help him to as'oid losses 
or to take advantage of the opportunity for largiT gains. If tlie rise 
or decline in aciivit\ is primarily confiiu'd to his inilu.stry. the busi- 
nessTiian may then inrjuin* as to the canst^ for sin li movement and 
adjust the affairs of his firm acc'ordincly. if In* is abli- to do so. 

Ihe theory is ratln*r ^Mirnplex beeause of tlie assumptions up)n 
which it is base<l. 'Hie chief assumption is tliat the structure of 
production beaunes distorted as a perifnl f>f pn)S|>erity develops. 
It is the devriopment of this distortion, together with tlu' existence 
of a fractional re.sc‘r\c banking system, whi(*h must inevitably col¬ 
lapse, sinrx^ such a distorteil stnicture cannot jwniKineiitly Iw main¬ 
tained. The concept of distortnin is best illustrat'd by as.surning 
an economic soc'iety op‘rating at cxjuilibnum, that i.v. saving and 
investment (l>oth real and nioiietarv) are in balaiia*. as is tlicr al¬ 
location of factors of production b<*twcHui the capital- and coiisiimp- 
tion-gcxKls industries. If, in such a .society, all factors are employed, 
an increase in the output of capital goods can come only at the 
expense of a reduction in the output of consumption gfMxis and 
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vice vem. With si given and fixed money ^pply ( no credit* 
ereatirig banking syj^tem) and price level, businc^ssmen would be 
unable to iiicreu-se tlieir in vestment unles.« consumers spent less on 
cmistimption gcxnls and saved more, which they were billing to lent! 
to Irtisinessinen. If tHJnsumers did this, it would |>ennit a reduction in 
the factors used in the a>tisumption'g<X)d$ industries find their 
transfer to the capitabgtxxLs industries without bidding up their 
prices to uccomplish the transfer. It is assumed that lalx^r !.s mobile^ 
and that it would sluft to the capitabgmxis industries at existing 
rates of pa\ rather titan remain unemployed. This modification of 
s|XMulifig and saving Itabits will permit the structure of production 
to change, so that the society's capital e(|uipnierit will lx* iricreas<*d 
in ord(!r that the riijt]>ut of amsumption grxjds w ill be increasc'd at 
some future lime. 

When the capital g<MKls are eoinplett'd, the^y will Iw used to pro 
duce addititmal consumption grwids. whit h w ill l>e purchased. At this 
point, however, it must be einphasi/ecl that these additional con¬ 
sumption gcKids ca!» he removed from the market oiil\ if (1 ) prices 
fall so that tlie nxmes value of the total \olumc of consumption 
giKxls is ef|ual to that (xulioii of the fixed money supply which con- 
.sumeis elect to spend inst< ad (»f save or { 2 ^ oi» coinph tion of the 
new capital gcvnls o»usum<?is inodif v llnar sp<‘ndiiig and saving habits 
so that they save oiil\ that portion t>f tlu'ir incomes which will pc'niiit 
them to reniox e ihi' new' volume of eon sumption gocwls from the mar¬ 
ket at their original prici's. This latter sitnation w^ouM mean that the 
rate of capital iU'i umtdalitm of the society would priKaa*d at a lower 
rate than existed before consumers origi?iall\ (h,%'idt*d to save more. 
It the reiiiov al of llie additional c{nisiin)|)tion g«)ods from the market 
is iicix>!npli.slu‘d bv the nuKlification of sas ing and SjSending habits, 
it would Ix' necc's.sary for consumers to have perfect knowledge of 
the tH>m[dction of proj<Ha.s in the capitabgtXHls industries and to 
change tlieir habits aevordingiv. Otheiwise, the transition in .sjHmding 
habits would cause frictions and bring almut the very conditions 
W'hk h the intKlifieation is intended to avoid. 

1'he piO|>onents of this theory are not clear in their definitions of 
(Ihitoriiom m the structure of pnxluction. It is referred to as an 
itiCTeaso iu the numfx'r of "stages" in the productive procc^ss from 
raw material to (intsluHl consumption gtHxls. Translated into terms 
of business organi/ation.. it is not clear whf^ther it is meant an in* 
iwase ill the numlwr o/ firms in the various stages of processing 
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between raw material and finished goods or an tncreftse in spedalisia- 
tion in the productive process itself. An increased \^»Iuine of pn>duc* 
lion in the capitahgoods industries makes it [>ossib!e to make wider 
use of large-scale production. But this n»a\ ocxrur either by means 
of an iiicreasci in thii numbt^r of firms or within the existing corjMwate 
structure. It could also fw* carri<Ml out by a rt^diiction in the mimlK?r 
of firms as a result of integration and an increase in si/a^ of existing 
(inns. Wliat is probably meant is a general increase in total invest¬ 
ment in the capitabgCKxJs industries relative to the nmoiint of con- 
stimption goods which will Ik^ taken otf the market at given prices 
and income distribution. This is not to discount entirely the [Hissibil- 
ities of overexpansion as applied to s[>eciaUziitiorj, If the emphasis is 
<lire< ted tit increased sjH^caali/ation, it rais<*s the question as to 
wfiether businessmen <^xpand only iH^eau.se of new metluMls of pnv 
<luction which permit of increased prodiictivit) or whether they 
t'xpand lx*eaiise of anticipated increase in demand for gornls pro- 
diKcd bv pres< nt mt^tliods. If the lluuirv is to lx* t^msistent, the 
motive must Iw tiu' former, because with a fixed money supply the 
only svay in vvliich an iiH-Tc^ased supply of consumption gtH>ds could 
l>*‘ rtMiioved from the market is through lower pricers. Tire prrrspect 
«»l (constantly falling prices in the future for an increawrd mitput of 
consumption gcKxls holds little hop* for higher profits if the g(K>ds 
lr> lx* produced under existing eflicienev standard.s. 

While these complexities may ap[x*ar tr> Iw* of aeaderiiic character, 
they are, ni^vertheless, of importaiK*e tfi llie husinessman. Not only 
must he consider, in forecasting (he future, the problem of whether 
or not the capital-gtxxls industries are building ca]>aeity in excess of 
foresei‘able nt*eds, but lie must also exmsider the wisdom of the na¬ 
ture of his owm proposed expansion, llial is, will his (.‘xpansion take 
the form of merely increased capaeitv under In's present productive 
organization, or will it take the form of increased poxhuTtivity 
through larger-stale methods? In the latter case he must consider 
the amplitude of fluctuation of his demand, since a higher level of 
demand may support such large-scale optrations only if it is ex- 
fxx-ted to lx? maintained sufficiently long to amortizf his capital 
costs. If such demand is of a temporarx nature or he is not able to 
<*xpand his market over a wider area, it may lx? more economical in 
the long run to expand output by more inteaM? operation of lii& 
prc?sent productix e setup. 

As has been implied, economic fluctuations octair under this 
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theon* because of the power of the hanking system to create credit. 
If we assiiine the state of equilibrium and fuil employment described 
alK>ve, the <ltstortion in the stnicture of prfxluction may Ik? traced. 
With a credit-creating banking system, when businessmen wish to 
expand tliey are not comp-1Ic‘d to dejX'tKl solely iipori the spendings- 
suvings decisions of income receivers. In the absence of investment 
funds from savers at satisfactory rates, biisinessmen Ixirrow from 
banks to finam e their c*.xpansion. These funds enter tfie market and 
comjK'te with the existing irtoney supplv for the factors of pnKluc- 
tion. Since no factors have* fw^en n*lea.sed from tlie ciuisnrnption- 
giKwls industries because of \vss S|K*nding on the part of c onsumers, 
it means that Inisinessmcfi must attract factors from the consniup- 
tMuegtKKl.s' industries through higher prices for their ser\i(‘i*s. As 
factors I**ave the consumption-gmids industries for higher prues in 
the capital-goods industries, the fonner arc forced to pav biglier 
prices in an effort to retain them. 'Hiis results in liighcr prices for 
(Min.sumptioii goods. 'Hiese higlier prices are met in whole (»r in part 
iHM^ause of increase* in eonsiiiners’ iiie(nnes as a result of the new 
money spent by tlu* (’apitabgoods industries. Hut tlu* busim*ssm<*n 
in the capitul-gotKfs industries, in order to obtain the nece ssary fac¬ 
tors ti> cany out tlu'ir plans, must pay evc^n higher prices. To finance 
these higher costs, tfiev Irorrow more iiionev from the bar»ks, wliic'li. 
in turn, an^ paid to t^rnsumers as owners of factors. 'Hie priesf* spiral 
contiinies upw'ard. but, In^cause <it their alnlitv to obtain new mont'V 
frcjrn the banks, the capital-gmxls industri(*s are able to outbid the 
consumer gocnls industries for factors. 

So long as the e.xpaiision continues and new funds are supplied b\ 
the banking system through loans to businessmen in tlie capital- 
gcK)ds iiulustries, factors will Ik* drawn awas from ctmsumptiou- 
gtKKls industries as pricr.s rise. Hut this tyjK* of expansion Is laying 
the groundwork for its own collapse, wliich txnnes when the banking 
system must limit its lending activities bix'ause of lack of reserxxvs. 
This means that many ventures in the capital-giKids industries in the 
procc\ss of exmstmetion w’ill not fw completed. Factors einplovcxl in 
these' indu.stries wiW he inu'mploved and will not Ik? inunedialelv al>* 
sorl>ed in other capitabgCKxls or cxinsiimption-gcxHls indiislri<*s. With 
a decrc'asing money supply, there is a long and painful jrericKl of nv 
adjustincnt us incx>me receivcTS attempt to adjust tin* ratios of spemd* 
ing to savings. More factors w’ere employc'd in the c'upital-goocls in¬ 
dustries than the savings of the incxime rcx'eivers warranted, and. 
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when there are no further funds forthcoming, the structure of {pro¬ 
duction will attempt to adjust itself to conform with the spending- 
savings desires of income receivers. 

The length of the pericxl of d<‘pre.ssion and adjuslimnU will de- 
fH*nd upon the extent of the dtsttfrtion in the <*xpin.sion pr<H*t^ss. Dur¬ 
ing the dow ntuni there is a strugghf to hoard cash and build up rtv 
ser\‘es- This tends to amderate tlu‘ do^'nwar<l iiKJvement and bring 
(»n the period of depression. As the Imnkifig system strengthens it.H 
reserve posilion and acciimnlates funds, intert st rates fall. The d<y 
dine in interest rates, together with a disap|H*iuanet‘ of ]>t's'sinnsin 
which (X’curs when the readjustment is complete, enciniragrs busi¬ 
nessmen to undertake new investment- If tht* i^utks mrate lU'W' cretlit 
tlien. tin* u|>tiim begins, and another [XTiml of prosjH*rity follows* 
whicii mii.st inevitablv ('ollapse. 

According to this theory, the Inisiuess cycles eould 1 h* eliminated 
hv control of the money supply, ( .ontnd would iU)t, howwer, lx* 
through discount rales and open-market o|X"rations. as in the case 
i)i the pure nionetar\ tlu^oiy dtscussfxl earlier, but by maintaining 
.i constant supply of moiu‘y. This theory is hH*omph‘te ami defective 
in many respi^cts, but these criticisms cannot be discussed here. 
While it accounts for a mo\<»ment from om* p»ri(Kl of prospiTily 
to another, it is ba.sed ufxm simie rather (pu*stionabh’ assumptions 
in the light of tw'entieth-c^enturv’ exjKTience. It is included here for 
whatever coiitrihution it inav inak<‘ to au\' syntliesi.s of htJsinf^ss 
cM'les that th<* businessman may uiiderlake in liis attempts to deter¬ 
mine future policy for his fimi. 

S'onmonetanj Overinvi*ntment Thiwy 

This theory, while similar in iwam* respect.s to the moTu?tarv ov<t- 
invt‘stinent theory, emphasizes the wide flncination.s in the capital- 
and durable efnisuim’T-gofxls industries as contrasted to fluctuations 
in the {M*nshable con.sumer-grKxU indtistries. As show'll in Exhibit 4, 
the fluctuations in tlie fonner are much greater than in the latter, 
and this phenomenon is th<* foundation ujxin which the present 
tlaxirs' is built. While nioni'v plays a part in this theory, it is assigned 
a passive rather than a motivating role. It drx^s not amclude that 
monetary management cxpuld cimlrol the hnsim*ss cycle Imt, cm the 
contrary, argties that monelary controls wtnild avail little, since 
the difficulty is dcx*p-seated in the nature of the durahle-gcxids in¬ 
dustries, Bank credit, w'hile a iieoe.ssiir\ means of financing an 
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expansion of the durable-)i;(x>ds industries, would not maintain a 
high level of <>p«-rattOTis in these industries if indefinitely extended. 

Once a revival has s4*l in, the upswing is similar to that of the 
monetary overinvestment theory. Revisal and expansion first cx'cur 
ill the capitah and durable-gtXKls industries. This results from deci¬ 
sions mi the pail of bu.siiHrssnneii in thes^' industries rather than as a 
resjxHise to an iiu'reast* in consumption. Businessmen are motivated 
by the relationship of the interest rate to the exp't ted profit rate. A 
lowering of interest rates relative to the ex{x*cletl profit rate or an in¬ 
crease in the ex[XH;tcd profit rale relative to the iritcTCSt rate is suffi¬ 
cient to l atisc an tiicrcasc in iiivcstiiieiit. In tin- case of the former a 
reduction of the inten?st rate by the inonetarv anth(»rities would 
initiate a r<*vival, wliilt? llic* latter ap|M*;irs to be a ps\cholo^ic al pht*- 
liomenon. Ibis lead in incr»*astrd activity in llie capital- and durable- 
giXKls inilustries causes an iucTeuse iit consuirn‘i incouu's and pur- 
chasing power. Deniaiui for capital ^oods increases first, and this 
later .stimulates increased demand lor consumption t^fHids. This 
msiills in an iiuTcasc in profits, increase* in o|)liimsm, iiuacase in 
orders for mure capital gotids; prices begin to rise, and factors !><»- 
come more fulK «'niployed, and the upswing is under w^iy. 

The |x*riiHl of prosperitv whic'h develops from the upswing can¬ 
not Ik* maintained bcTauvc of a shortage of capital Tliis shortage of 
cupitaK howe\cr, is not a shortage* of inonev capital but a shoriage 
of real gCHHls and scrsiccs used to prcnlucc capital. .All gtMKls and 
serviers arc tiisided into the following fovir c*alcgorics: IJ gcMKls 

for current ronMunption {food, clothing, etc.?; (2) durable and 
semi durable consumption goods suc h as residential Imildings, water 
suppK. elei tnc light iiistallations. ga.s plants ancl other piiblii* utili¬ 
ties ifuruilure and motor-cars ixcups an inlcnnediat(‘ jKisition bc'- 
twwn t 1 ) and < 2 ' j; l ?V' durable c*apital giHxI.s i fixed capital } such 
ii 5 mines, iroiivvork.s, brick unci cement factories, textile plant.s. mu- 
cliinc factories, railroads. jKiwer plants, etc.; and (4) materials re- 
ejuired tor the eoustruetion of durable gocxls (gcxMls for indirect or 
rt^prcKluctive consumption b such as iron, steel, cement, luml>cr and 
bricks.'' ' Tfkese categories of gcKKi.s are combined in certain pwjwr- 
tiom for the ptiijHMic of pixKluciug any one or more of the four. 
Tlrat is to sav, thc^y an* <X)mplemetitarv, in that the pn-xluction of 
a given amount of the first category requires a certain cxmibination 
of categories 1, 2, ;V and 4. The IxKum cxmies to an end Ixx^ause of a 
**;» cif., pf> 7S-Tfl 
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disproportion in the rate of production of these Mnwal of 

gt>rxls. If, for example, tlww is a relative lap in tlie otit]Hit of the 
second c«itegorv (ie.. a shortage in supply), there autonmtically 
arisc's a relative ovciprcwlnction in the rcMnatning three ratepories. 
Tills means that tfiere must lx* a slowdown in the output of those 
P^kkIs in excess supply Ixnausit* t»l a <!<*< line in chniumd for the gcwKls 
and sen ices in those categorie s. This tlecline demand appears as a 
failure to sjhmkI money on thest* asail.ihh' mnnls That is, the funds 
which are gon<*rally ohtaiiud from savings ami hank credit are 
not fortheoming. Tin* reason thev are m>t forthcoming is not so 
much that they df> not exist as that llien* is no reasoti to liornm 
and inve st In t one <»f the t ategories f»f g(HKls essential tt) fur¬ 
ther economic a<tjvit\ is not axailahhv Tltercloo’, s\h\' should the 
luisincssmaii c<intinnc to pun haM^ g<^xH!s h»i u liii h he has no irii- 
mediate or |urese<‘.d)le futun* use? Ilie shortage ol capital which 
appears as a shortage of capital luftds ; nimiev • is n allv !iol that at 
all. hut a shortage (crtain giw>ds to continue the productive 
|>nK-ess. 

The cojitraotion if^ tlje catr'gories of goods in (‘xc(“ss su[)plv cauw^s 
a reductum in e xpenditures hv hnsinevsmeic which n^snlts in a ro- 
due tioFi ol iiu onie for workers and suppliers ol materials ’Hus is the 
iHginnitig of tin* downtnrn. Hisiiig prii'es ilnring iht* latei stages of 
the l»oom (end to rediut' sasings. w hich is ftntlifT ac< crilnaterl hy 
the ih’cline in im.’ozncs A <iecline in incomes is acx'onipatntMl l>\’ a 
rf'thictirm in t(»tal expenditures for gtxKls. and the c»»i>liaelion ts 
furtluT reinforced. \vl)ii h causes a lurthf*r deelinc in incomes and 
Ml tin’ dossnwanl spiral In’eoiiics cuninlafi\4\ As the downswing 
gains rnomentiiin. an attitude of |K’SsiniiMn develo]>s anumg hust- 
ncssnicn. and thev tend to contract their scale of operations in an 
i?tforl to protec't tlicii pisitions in a declining market. 

At this print the moni^tary theorists would suggest that the lioom 
could Ih' <*xtcmhHl or maintained hy the cremation of additional funds- 
The proponents of the prcw'nt thc*ory, however, argue that addi¬ 
tional money w'ould iwit alleviate the situation, sinev the* gCKidx 
which arc in short supply arc simply not av ailable to lx* usttl in a 
complementarA manner with thoM* in adeejuatr* supply, SinC’C it is 
a shortage of gixuls and not of money, the CTeation of new* money 
would only tend to increase cash balance's in the hand of business¬ 
men and ootisumers, Tlie shortage ls not one of money, sincr hoards 
tend to increajrf* during the downswing. It is a rc'fusal to sjHnid the 
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mcmey <m ffoodi which are available, since they are of little use 
without goods in the remaining categories outlined above* 

Keviva! exTurs* under this tl»*orv, not from an incTeuse in demand 
for consumer goods but lx*cauaa; of new iiivr^stinent undertaken l>y 
biisinessutcn. New investment may be undefrtaken InHiuise go<»ds in 
all eategrxies are now available. During the p^ritHl of depression 
the sliorliiges of certain g<KKls has Ikmti overe<»nie. stj that revival 
is pxssifile if other eoitditions are favorable, because of the accunui- 
lation of money hoards ami excess bank reserves during the deprc\s 
sion, prices and interest rates have fallen. Particularly d<H*s tlu* fall 
in interest rates alfix t investment activity, since it is held that invest¬ 
ment in capital'gtMids industruMi is very sensitive to cVraiiges in the 
interest rate*. As iulerest rates fall relative to the e.\|H‘Cted profit 
rates on given invivstrneiits. businessmen borrow' in order to iricTease 
tlieir output. 'I'his results tu additional payiiuMits to tlie lacl*>rs of 
pnxIiK'titui arid UKTt*ast*s purchasing jK>w*er. Tire jH*riod of pessi¬ 
mism develops into oiu^ of optiiiiisnn ami the upturn is thus iuiliatrd. 
The theory uKo places considerable iinp)rtam;t‘ upon exogcMioiis 
causes in sliniulatiug the upturn. War. innovation, and ti'chnological 
advances are given a central rolt\ One also notes that llie psycho¬ 
logical thnxitrs are also draw n iipm to e.xplain the upturn. 

This llieory, as one omiplete in itself, is not s<» well develop d as 
arc some of the others. Its greatest I'ontributinn is the explanation 
ol the lircMkdow'u of the bcHiin pt^riod. It ilraws luMvih on tlie psv- 
cliological and innovation tlii'orie.s for an explanation of tlie upturn. 
From the \iew'|)oint of the bustm^ssiiiaii this theorv might be viewed 
as a ‘bottleneck** ibcorv. In times of pnisp'ritv the busim'ssman is 
freipientlv fact'xl with Ixiltleneeks in supplv of factors nec'i'vsarv to 
his operations Although he mav have long eslublished contacts with 
suppliers of his raw' matnials. he is faivd. in p'rirnis of rising 
jrmrt's. with the p.vssiluhtv of losing these sources unless he can 
imH't tlie rising prii'€*s or, in some cases, fncf w illing to offer more 
than the quoted prio's in order insure him.self of adeipiate <}uan- 
tities. He facf»s the same problem with his lalwir. While he m;iv lie 
{laying wages etpial to, or pwsibly higher than, the going rate, if 
his particular lab<ir is vif a highly skiUe*d typ^ he may lu* forced to 
jKiy evni higher w ages offerx^d by other businessmen in order tokwp 
liis lalxx forct* intact Biiefly. wdieuexer a factor is in .short supply 
cxmijiared to others, tliere is a tendency among hicsinessinen to 
protect or insurx* tlunr supply of such factor by bidding up the 
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price. This means that finns who arc* unsuccessful in the race of 
rising prices must forego use of tlie factor. In order to meet tlie rising 
prici*s, a firm must liave either ample cash resources of its ou*n 
or tw in a position to obtain the necessary crt*tUt. Rising prices tend 
to re.strk't .savings (retention of earnings) on tl»e part of the firm, 
and rising prices of consumer goods likewise restrk t tlie .sa\ing5 of 
individuals who supply rapital funds through the purchase of se- 
curities. Marginal finns who ha\e ifiader|uate <‘ash or cmlit facilities 
must tlu'ii le-ave the n^arket unless the\ are able to substitute other 
factors for the one in short supply, a pitxess whicli is usually limited 
in the short run. (Ordinarily, a siilistitution of factors involves a 
cl\:ingc in capital equipment. During a p^ricK! of prosjH'ritv a short- 
run substitution of factors will pr^ilwiblv involve higluT rather than 
lower costs .) If a firm is unable to make a substitution, then it must 
(’ease «){xrations until smb time as it is alile to obtain tlie factor 
again I his means that father factnrs orclinarilv f‘niplovf*d in c«m- 
junctioii with the lattfx in short supply are forceil info idleness. If 
such shutdowns bivoint' wklcspread, so that many factors in amply 
supjjly bfHsiinc un<‘rnplo\t‘d, there is a re<luction in purchaMrig 
[xivver. and a downturn set.s in. If oin^ or a few bnsirH»ssmen board 
the .scarce factor. tlK‘ downturn may fHCur la-caust* their exj)endi- 
turcs arc not great enough to keep the national int'omt* from declin¬ 
ing. F\ en if busines.sinen could Iwirrow unlimited funds. thc‘ tlu‘ory 
c'oiichules that this wouhl only ration the ax ailablc^ siippK of the fac¬ 
tor among the businessmen, and, once this were done, thoM» who did 
not (»l>lain a siipplv of the factor c'ould not aintinue operations. 

For the biisinesstnaii this the<irv has some im|M)rtancr as c rmcenis 
inventors jxilicv, lalxir iroiitracts. and general business cciiulitioiis. 
If, in the early part of the upswing, tlie liusiiiessinan can foresee a 
future Inittleneck in the supplv of som«’ factor, he may build up 
Ills iu\ entory to such an extent that he* may has <■ a sufficumt supply 
on hand, wdu'le others are unabh' to acquirr* it c’urrr»ritl\. In addition 
to maintaining production, he may also enjoy eajiital gains from 
increment in salue of invenUirv'. lliis |K)lic\', howwer, requircr$ 
some estimate as to the amplitude and duration of the price fliictu;i- 
tMins of the fiurtor, but fx-rhaps imne im[K>rtant is just bow long the 
Ixxnii perriod will last. 7be latter is important so that the liusiness' 
man may not acquire such an excess supply of the factor that he is 
overstocked when th<^ lxx)m ends. At the s;ime time, he must have 
enough on hand to insuTe as gnrat a profit as possible. In other wwds. 
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wliiie the bmiRe«.sman niay not analyze business flucttiations in 
temis of this tht*ory altme, sonie of its contributions may enter into 
his OHTJ synthesis of causes of liusiness fluctuations. 

Overinvei^meni Ihte to ChaniRrM in Demand 

In shar|» contrast to the precr^dinn theory, tin* cause of overinvest¬ 
ment in the present tlM*or\ is the result of atleinpts of Inisiiiessineii 
to adjust the output <»f capital to (-Ininges in (lemand for 

finished gofnls instead of cliangt .s in tlicr intert^st rate or exjX'ctcd 
profit rate. 'I his th<T>r\' attempts to explain the phenomenon of 
violent Hvietmitioii in the rJnra!>le-go<»ds industries on the liasis of 
the inlierent (Inrafiility of the gruKls themsehes. t*H'hnolot;ic'id linii- 
tattons, and traditiore Hirause of the t(MiiidalM>nt methcMls tif a 
expitahst econoiiiv | ee., tlu* i‘xisteiice o| seveia! slai»es in tlie pro¬ 
ductive prtMCSs ! and the durability of mwKls. a ehange in demand 
for finished goods is magnified several times in the capital-gootls 
stages td the prodnt ti\e process. Kirushefl goods, in this case, means 
linished capital goods in tlie sense of In ing sold lioin tme firm t(» 
another as vvell as finished consiuner 'Mus relationslup be¬ 

tween a cliange in demand for finished giwwls and the re'sj>onse of 
suppliers to inet^l .such change is known as tht* “acceleration prin¬ 
ciple*'' As tlu’ c'hange in demand is transmitted from finislic*d 
gfKwfs to prcKlueei tf» processor to semiproccssor supplier of raw 
inatcnals. rlc.. the jXTCc'utage change in ilemand is “accelerated’ 
at the time of transniission from one stage to another Tlie c hange 
in the h-vel ol ontj)nl to meet the change in demand is pri>grc‘ssi\'clv 
larger at each stage of prodnetiem in m<)st cases. 

It ha.s been jMnnted out that tlie arcrlcration jmneiph^ works in 
thre^e general cases: { 1 f changes in demand for pwdurrn durahlv 
goof/x in responM’ to a change in demand for finishcil goods: (2^ 
changes in demand for domhlr ««r/ srtnulumhlr consumption gcKKis 
in it'sjronse to a change in demand for the serxici^s proxided bv 
ihesc^ gocKls, and t 3) c hanges in rimmtHiittj stocks in res{K)ns<» to 
a change in demand for such gmHis in a given peritKl of lime. ' Dis- 
mssion oi iIh^ acccderalion principle usually starts with an assumed 
increase in dc inund for fiiiishc'd gocxls. regardless of how this in- 
crea.se comes alH)ut. While sotik* thc^rries of the cx cle are contx'Tiied 
with why there is an increase or dc'cre;i.se in deniand, the atxxd«*ra- 
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tion theoiy is not always so conoenied. Pn>jKWH»nts of the theory do 
not always ignore the relaticmship iH’^twec^n iiivestim?nt ex|M*nditnre 
and consumer sjx-nding, but no attempt is made to establish the ini- 
tia! motivating force which brings alniiit an increase in demand The 
tln^ory of acxtderalion of demand is more roncenied witli demon* 
sirating the effects of changes in demand ujxm tlu' levid of output in 
the durable-goods industnes than it is with a aiinplelc tlu'orv of the 
cycle. To the businessman the theory is iiH|K>i1ant. sinct'* it jvnnts out 
relationships wbu !i are important for long-run forecasting, jxirticu- 
larly in th*‘ upswing of the business cycle. 

Demand for capital gr>ods is derived from tht^ demand for the 
prfHlucts made l>y these capital cood.s. Hut capital gmxls are du¬ 
rable. and, (Mice tori.slructed, they contribute to the poKluction of 
finislicd goods far various periods of tinnv A inachiiu* which is 
cojnpl(‘ted and put into o|W‘riiiion U»<lav will he producing gixHls 
several s cars hem e In ordei to iiiet't tin' levf‘l ot r ris/ing demand, 
inachimvs must be constnuted which w ill snpplv d(‘immd srvrrat 
yrars hrtu'i'. I'his characteristic* of poHlnccrs* goods is irn|;x>rtant to 
the eoiM c pt of tin* aec ehaation priiiciph*. ljk(*v\ rse, llie demand for 
(hirable cnnsnnier goods is iu»t a dianand for tlx* goods thcms<*lv'es 
but a demand lor tlie servues they icrnh'f. Antomobih's are d«** 
inandc'd for transportation ; [W’lhaps in the* Inxurv tv pe automobile 
i'On.spicuous c-onsumption inav be a fac!(»r K apartimait houses are 
demanded for sheltt r, furniture for plivsic al comforts, etc. Duraljle 
consumer gvnxls purchast'd in aiiv oiif‘ v('ar h.ive a useful life of 
several \<Mrs and l»encc vield their s4M'v ict-s over varying iwriods of 
time. Sim'c liotli capital and durable cdii.sunuM' goods yield serviavs 
over a protiact<‘d jx riod of time, tfieir purchasf* can Im- posljxmed 
and their services extiuidetl over a periixl longer than ordinarily 
anticipated. Those who demand servin s of durable goods may f>e 
willing to exitmd these^ .services, evem tliough th<‘v may lx* of lower 
quality Ix^caUM of incRMsing age* of sueli goods. Oi, because of 
the exist (if replacamient, repairs inav* Iw' madi* to existing duraVile 
goods and their scTvice lives exic-uded ovct a jKTiod greater than 
originally anticipated. Such exlensiorrs of serv ie<‘ cause the piirchasr^ 
of new* durable gCKKls to be more erratic and thus shew greater 
amplitude of fluctuation than is the: flow of the services which tlK* 
gfxxb theinscdves yield. If manv persons decidf' to p>stp>rM? the re¬ 
placement and the purchase of iieu* jidditionul durable gocxls be¬ 
cause of u {M?ssiiinstic view of the future, these postponements tend 
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to Iwcome 'Ijuncht'd/' and the output of durable goixls declines 
sharply, When the outlook is more optimistic and existing durable 
gocxls are old anti woni^ lU^cisiom on the part of many people to 
rcpba* them or to add to their total rinantity of such goods leads 
to a similar 'Imnohing ’ of orders for new durabh^s. The result is a 
series of sharji alterinitions of falling and rising activity in the 
tlurable-gootb industrit^s, with attendant fluctuations in employment 
and hence in consiiiner income. 

The principle in;*\ Iw* simply illustrated as follows: Assume that 
the current demand for men s shirts is l,(KfO units per year and that 
this demand Is met by 10 niac'hii)c\s whose annual output is 100 
units jn*! year Also assume that the average lil«' of each machine 
is 10 years ati<f that the nninlnT of macliini's enrrentU being used 
was gradually reached at tia* rate of 1 additirmal macliine each 
year, so that the mnnbcr of machines replaced rath v(\*r is I. Sr) 
long as there is Uii change ttJ demand, there is stability of output 
ill the induslrv Mipplving machines for the productaai of shirts. 
SupjKise, however, that the di^inand for shirts in(reast‘s bv 10 per 
cent ill tlie coming year, that is. rises from 1,(MK) units to 1 J(X) units 
jK'r year. In order to meet this iriereased demamb the manufacturers 
of shirts must order I additional machine Since the current output 
of the industry sujiplving shirt-prtKhicing mai hiires is 1 per year, 
there must be an tnere.ise to 2 for the coming vear if the nevv level 
of demand is to U* nu t. Hut this is an incrtMse of 100 per icnt in 
the output of tlu‘ sliirl inarhmerv industry! 'Hiis means a sharp 
increase in the demand for raw materials from wliich sliirt-pro* 
dneing machmerv is made, as well as an increase in employment 
of considerable profiortions in that iiulustrs. The incr<Mse in employ¬ 
ment results in an increase in fx^nsumers' incomes and subsc(]uent 
incrc>ase in demand for finished gmids. wide h is again transmitted 
to tin* capilal-gotids indu.stries in the fonn of accelerated demand 
for pro<hict*rs* durable g*KKls, 

Suppose that, as a result of an increase in empinvnient in the 
tiidustrs^ supplying shirt ^nHlucing machineix', there is a further 
increase in the demand for shirts fnmi 1.100 to L4(H) units per 
year, 'rium, in the set'tmd year, the snpplifTs of shirt-prixlncing 
machinerx* must produce M new' uuuhines for replacTinent and 
S new machines to meet the increased demand* or a total of 4.1 
machines, compared to a total output of 2 niachinesS the first year. 
But it should Ih^ noted in the latter case that an increase in de* 
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inand for shirts of slightly more than 27 per cent was required in 
order to cause an increase in demand for machines of appnmi- 
iiiately 100 {>er cent. If the new level of output is to l>e main¬ 
tained in the industn* supplying shirt-producing machines, demand 
for shirts must continue to increase at an increasing nrte. This may 
l>e illustrated by assuiiimg that in the secnmd vear the increase 
in demand for shirts, instead of 1.100 to 1.4(K) units, was fnun 1,100 
to 1,200 units. The situation in the shirt muchinerv industry would 
have lx*en iiuxhficxl as follows: There would liioe been a normal 
replacement demand of 1.1 machines, plus I additional new nnu^hine 
to meet the increased demand, a total of 2.1 machines. In tin's mse 
the increase in ^lemand fix shirts amounted to apjxoximatelv 0 ixx 
(.'♦‘lit, vvliile the iiKTcast* in demand for shirt-producing machines 
amounted to approximately 5 per cent. It is important to jKjint out 
tliat. in this case, although demand for shirts iiieieuscxi. tfie demand 
h»r machines iiU‘ieased hv a smaller pnqxHtion. Ahsiflutr demand 
in both cases incre ased, hut the rrlatUt' change was different. 

rhe violeiKc of Huctuation in the shirt machinerv industrv ran be 
(*inphasi/<*d pcahaps mure in the following manner: .\sMime that tlie 
demand wliich has risen from 1,()(K) to l.KK) \nut,s in the first year, 
remained at the latter level in tin* .second \<ar—that is\ the tM*w 
level was inainfaiiH^d but there was in> further ineriMse The industrv 
.siipplv ing shirt producing machines whii h had ini n*ast d output ItK) 
per cent the first vear, i.e., from ! to 2 inachiius |ht Vf*ar. must 
undergo a contraction of activitv in the pr<‘Sf*nt cast*. After luivmg 
produc'ed the extra machine tlu* vear before, it is u«*ei'.ssary to 
priHluee onlv normal replaeeineiit needs, vvliich in the present case 
amounts to 1 machint* for replacement of the original 10. plus O.J 
machine jH*r vear to maintain replai einmit on the additional machine 
(‘onstnicted last vear. Output of the machinerv industry has r/e- 
cramul in tliis ease hv approviniately -V) |M r cent. In order even to 
maintain output and t*mplovmcnt in tlu* capital-good.s mdustries. 
there rrurst be an iruTi'aving rate of increasid dernaiul for .sliirts. 
The nuiinlcnana* of the level <rf dt^tnand for shirt.s in the second year 
means the C'ontraetion of output and the discharge of workers, as 
vvtdl as reduction in volume of orders for raw iriaterials in the ma¬ 
chinery' industry. 

The foregoing discussion of the effects of a change in demand for 
finished go<xls is subject to some rather strict assumptions. In prac¬ 
tice, one would hardly expec t to find rc[)lac<fnKmt of durable good.s 
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occurring in such an wderlv manner. In ainmst all cases it is 
‘Tjwnclied ” so that the fluctuations clescril>ed al>ove would be more 
violinit than the alnnc rt^sulls indicate. As a ptrimi of prosperity 
sets in and ileniand for iinistu^ ^mds increases, there is a oi> 

th#‘ part of bnsiiiessim*n in the consuiner-f^cxMls iiulustries to platre 
iiurreasi^l orders so that demand is increasivl snmrwluit suddenly. 
To meet the demand addithmal maf hinery to make these 
giKwfs, the eapifal-g(iNKls indiistru^s expaiul b\ several hiuulred or 
thousand per tent, Thf‘n when thf' demand h'vels off at the new^ 
piNik (aside from a [xissible decrease), there iniist In* a contrac¬ 
tion in the (‘apitahg^Kwls industiies to a replaciment Irasis. An¬ 
other mtiilification o( the results above* is that tlu' ijveater the 
durability of a machine, the greater tin* rat#* of expansion faced bv 
the capital-giMwls industries by a ij;iven iucrcMs#* in dcniaiul lor fin- 
islied gfw>ds. tlie simrter the* Hie of the durable i;<>ods, th<‘ 

le.ss violent tin* transmission ol increased df‘inand thmuirh the pro¬ 
ductive slai;<*s Ttie aecelfratioii principl#* also *Hv\n\ in stat'cs 
<Uher than titat iK'tweeti tht‘ prrKluciTs of o»nsuniers’ l^ikkIs and the 
iiidiistrs [)ro<!m'ing th#‘ finished rnai bines. In the cast* t>f the ciernarid 
for sliirts discussed abovt*. wht'ii the rnachiut'rv imlustrs' received 
orders for ad<liti<»nal ina<hines, it placed ordt is with tin* makers 
of mac hine UhiIs, tliis indusliy. in ttmi. placf^l tirdr is for still other 
tmils and raw mateiialN. each in its tnri» i ausini» a far grt*ater effect 
Ufjon output of a particular imhistis than tht» mercase* in demand 
for the finished i‘onsunH*is’ mMid>. 

As suggested eailit'r. the demand for dural»le <'#)nsumers’ goods 
i.s a rellection the demand for tlieir servu*es. When there is an 
mcrease in tlie dtmiand ftir auto transjKiiialion, the increase in de¬ 
mand for automobiles is magnified bv a larger perc;<*ritag<* than that 
of the service of transjxirtation. The same is true of housing. An 
increase in the demand for apartments increases tlie demand for 
apartment buildings but by a larger jHTcentage than the* demand 
for sludter. Both automobiles and houses are subject to replamnont 
at interxals us they wear out, so that the automobile and housing 
industrx' are normiilly operating at replacement level. But if there 
is an inirrasr in the demand for llw' services of these prcnliK^ts, the 
increase in ilemund alnne the nonnal replamnent leved is accel¬ 
erated in the same raaiuuT as desi'riUKl for the capita I-goods indus¬ 
tries above. 

Hie principle of the relationship In^tw^een demand for finished 
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goods and th<? dtrmand for machinm^ with which to produce them 
is also applicable to changes in demand and changes in inventon^^. 
This relationship is l>asi*d on the assumption that tlw businessman 
attempts ulw^ays to maintain a CHTtaiii ratio Ix^tweci'ii inventory and 
sales. If sales arc made at a steady piu'c. then ordt'is to suppliers 
for replact?nient of depleted strK^ks is on an orderlv basis. Ilow'i^ver* 
should the businessman expTienct^ an incTease in sales \iliich he 
antkipates is more tluui a temporarx pheiKunenon. fie increaM^s the 
amount of invcnloiy he curries on hand, riiis means that the de* 
mand for gocKls from the prcHinccT is increased not onlv to replace 
the gotnls winch are sold but also to Iniild stocks to higher levels. 
During the [H tiod of increase in stocks, tlie dcMiiands placed u|>oi» 
the prt)diu'er are greater, percentagewise. than tln^ inc reuse in dc*- 
rnanci facing the businessman selling the finished got»ds. Whem th«' 
slocks have bee n iiic leased to the riesiu d Itwt^l, thcTi ll»e deiitand 
fat ing the {irodnccT drojis (u it-plac'crnent lewl in ifie same inaimcT 
as cnitliiu'd aboxc* in tlu‘ cast* ol diir.ible c apital goods. In order to 
inaintain tlu level of output deniauded of the jiroduc'cr oceasioned 
hv the increase* tn level o| inv< riloru‘s, it is n»*e<*,ssan that thc^ di^^ 
maiul foi the fimshi^d goods c'oniiiiue to iiicriMse at an iiunoising 
rate. 

The* aetTh^ratiori principle of di'rivc'd demand is not valid under 
all conditions, d he relatioiislnp lietween demand for finishcMf gocnls 
and derived (h^inand lor productive^ niaf hinn v assumes a fixed re¬ 
lationship ln‘t\s<*t‘n tlir amount ol capital recpiirc'd lor a given out¬ 
put, Such a relationship is not a fixed one in (*itliei tlie long or the 
short run. If lh<*re are idle resfuirces availahh' tn the etiuipment- 
pTodueing industries, the principli* of acce leration will not bc'come 
effective until all cxce.ss capaiilv h;cs Ik^C'U taken up. Only then 
wall it Ik* nec'cssary to increase the anionnf of capital c(|ui[>nu^nl to 
supply the increased dc*mand. in the short run the necessitv for 
e'en ist met ing new capital equipment niav Ik avoided In an increaM!^ 
ill working shifts jkt day or liv use of ov c*rtnne. In the long run the 
ixinstnictioii of new maeluiierv jK‘rniils of llu' intrcKluction of tin* 
proveirieiits in prodiielivitv of machines, and this may iwKlify the 
relationship fK'twet^t the demand for gooiJs and tlw? dnnand for 
machinery with whicli to supply them. 

From the viewqK>int of the hustiu*ssnian it is important that he 
intimate the nature,* of his deinaffcd* i.e., changi?* in demand^ before 
lie embarks upon a program to install additional ecpiipment to meet 
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tint demand. If the demand is of a temporan^ nature, he may find 
it more <KX>f«mii<:ai to iwe overtime and utilize his (Existing capital 
e<|uipmenl riu>re intensively. On the other hand, if the increase* in 
d^nnand is of u |K*mianeiil nature, i.e., expected to last for some 
considtTahle perind. then the businessman should weigh the alter¬ 
natives of utilization of his present capital etpiipment more intensely 
against the installation of additional e^juiprnent or possilJy a aun- 
plete mcxlerni/ahon of parts or all of his plant. Tlie businessman 
engaged itk th<‘ priKlnction of producers* gf)ods should bo well ac¬ 
quainted w'itb tlie at'celeratinii prim iplc and understand its possible 
apphcati<»n as an explanation of the violent flnctuatitnis in demand 
(or his products. 

The acceleration principle is more a tool of analysis to explain 
tlie ciiTnuhitive f'xpansion whicli oiciirs in a ptrifHl of re\ i\*al and 
prosperity than a complete tht'orv of the faisiness cvrle. The end 
of till* iKKmi rnav come because of a shortage of capital, as oxpluint*d 
in the tlieorv discussed in the preceding station, or it may conn* 
idiont becauM* of a fhxHJiTig of the consnmei-goods niaik(‘t. 

Aerrtif Developmenln in Busineiut-f'pclc Theory 

Sitnt* earls in tlie decade of the HWO's and up to the present, 
attention has Ih^cii bw’use»d upon tlu' role of the inequalits of sas ing 
and investment as the motivating factor in f‘Cononuc fluctuations. 
The (t)re of the thesis is that an excess of investment over saving 
causes an incTeuse in the lt*vcl of economic activity, while' an c'xcvss 
of saving ovt'r investmi’nt brings alxuit a decline. .So U'idelv held 
is this tliesis by manv students of (Tonomic fluctuations that they 
have dev<»tetl a niajoi share of their writings to factors wliicli bring 
alnMil an iittx|uaht\ of saving and invfstinent. Tins liiu' of tliought 
ha.s U'cii developxl more in monetarv than in nonmonetarv terms, 
lavss attentum is given to the .structure of production and more 
emphasis placed up>n the How of money in the economy. 

The problem of saving and investment is attacked in terms of 
inamre. emphiymcnl, output, nrnsumption. saving, investment, 
money supply, and the interest rate. The total national output is 
cH|ual. in mone\’ \ alue. to the total monew income for a given pcriixl; 
tluil is to sa\. the production of gfXKls and serv ict's involves ex|Hmdi' 
tures to the factors of prtHhiction, including intrepreneurship. Tlie,se 
expHidihues are the incomes of the \ ari<His factors, their coinpensie 
tion for Servians and materials rendered. These paynumts equal the 
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value of the total output; hence money value of output equals 
total money mconic, by definition. Income m.ei\ed by factors or 
individuals who factors is either sjH‘nt or savt^, A portion is 
ordinarily sptmt on consuniption and the balance is saved. Total 
money inctime. ihvu, is ecpial to the amount S|x>nt on a>nsiimption 
plus the ainouut put aside as .sa\itij[». This inav In* exprt*ssed s\'ni- 
ludicallv by lettiuu V rtprest^nt inc-onw*. C represent con.sum [it ion, 
and S reprcsf*nt sa\'ing. We ha\e the equation Y 4 S. From tluf 
st;uulp<iint of output—that is, the real plivsieal [;otKJs and service's 
—the amount of total output which is not amsumed is saved and 
fH'tomes a stock for tuturc use—it is an investment which will 
vielcl inctirne or be CfHisumed in the future. This investment takf*s 
tlie form liolh of additions to capital ecjuipincmt and of st<K‘ks of 
e^MKis which are not eonsum<‘d in the t:i\eii [M‘iiod. Lei O reprC' 
sent cnitput, (• the ; 4 <M>ds and service's consu!iK*d. and / the goods 
and ser\ ices not eonsiimed but C'unNidere<l in\c'slnuml. \VV have 
O C f /. But y (> b\ deliiiitiuii. Therefore, \se have: 

)• -. r - S, (> C W. Y IK 
y (' -r /. thrrt f(^ri\ S !. 

The eondition represented bv the last o(]uai)on c*xists only in an 
ecjuilibriurn state. Kquilibrium occurs uhc*n all saving out of incHjme 
has bec?n invt\stc‘d, so that tfie le\c»l of morwv income and output 
are constant from one* to another. Hnue is an iriiplicit as¬ 

sumption in this condition; lluit is, priers arc* .stable nr any clianges 
in price are offset liv changes in the opjKisitc* direction. If tliis wctc 
not the case.’, then a general lowering of ull prices, for exanqile, 
would allow some {x*rsuns to build up cash balancers which would 
|XTinit an upsetting of the* equilibrium state in the ne.\l or sutreenj- 
ing [X‘riods. 

By assiiining an equilihriiiin condition to exist, the theorif^s ex¬ 
plain the business cycle in tenns of differences In'twrc^n S and /. 
The* diHor<*nte arisc's lx*cause of failure of saving by income* re¬ 
ceivers to move the funds imnu'diately into investment. Sc)ine ter¬ 
minological difficulties arise, since the aliovc? equation show.s saving 
and investment to fie wjual at all times. This is lxx.’ause the erpia- 
tions jxirtray a static cvomiition. that is. at any given point in time, 
saving and inveslment are always t*cjiial. This situation is explained 
as follows; Even though income receivers may withhold some of 
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tlieir in the fnrtn of swiving, they do not necessarily invest it 

by piirciuiSf;* of seamties or other means. This means that all the 
output which was produced during the prriod will not purchased 
in the market. Some capital goods will remain imsold, and the 
various indiistries will atc iumilatc irivt?ntor\. Hut this accumulation 
of gocKh in the hand of prcxlucers is considered investment, siiict?, 
by definition, that part of the physical output which is not consumed 
is invested. In the hands of inconie receivers w ill Ixf* tht' funds whit4i 
thev did not spend for th(‘se gi>od.s or lend to hii.sinc^ssTnen to pur- 
chasi? capita) go<xI.s. 'I'herefore. tin* saving of the income receivers 
is e<|ual to the investnieiit of the bu.sifif‘ssineti in the hinn of unsold 
gcKxls and services, so that, for the economy as a wiiole*. saving 
ecpials invesliuent and the equilibrium condition is nu t 7'his analy¬ 
sis avails us little to explain differences fx^tween saving and invest¬ 
ment. 

Tlie diflicultirs of this analysis were overcome by a group of 
Swedish enmoniists who vit^w savings and investment as er ante 
and ex pr»sf. The situation ii» a state of etpiilibrium as outlined above 
is considered ex ;wnf. Ex past, saving and investment are alwavs 
cnpial But ex aute saving and iiiv'cstment are not necessarily ecjual 
Ex tmtr saving and itiv(‘stm<'nt may Ik* ihoiiglit of as ’'planned * .sav¬ 
ing and **phuiiu*cr investment. Now\ since thost* vviio plan invest¬ 
ment and tlnwie w lio plan saving are not identical persons, a differ- 
encr lx‘twren plaimr'd saving and plannt»d investment may arise. 
Hnsines.sinen who plan iiivestnient may make investment plans 
w'hiclr exceed or fvdl short of planned saving on the part of inc'ome 
rec'tuvers. If bustne.ssme!i plan investment in exet'ss of planned sav¬ 
ings. income pavments Hm* and the eexmomy is inHattxl so that 
ecxmoinic activity ri.ses and a jxTiml of pn>s|XTity ensues. If, on the 
other hand, businessmen plan investment which falls short of 
planned savings, inonne falls and there is a decline in economic 
activity. The latter amdition is pwrhaps more quickly appreciated 
than is the former. In the latter there is an increase in cash halanct*s 
of income receivers, sina^ all their saving wa,s not channeltnl into 
investinent and was therelorc hoarded. All the gixxls pnHhia*d were 
not sf)ld. and ex post w*e have saving and investment equal in the 
manner desi riln'd alw^ve. In the former statement, wbere planned 
investment eMHxnls planned saving so that eixinomic activity rises, 
some assumptions are necess*irv-. Either it must fx* assuniKl tliat the 
iuv estinent in exit^ss of plantx^xl .savings w as financed l>y l>ank credit 
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and that additkma) goods were* placed on the market dtiring the 
period which crould be pirehased by this l)afik credit cw* that planned 
saving is cxinsidered as a percentage of inemme saved, so that a 
higher income resulting from greater invetstiueiit exjmwliture raised 
income siifficicntK* for the absolute afuouiii sa\'c*d Ijy the i.’conomy 
as a whole to Ix^ sufTicie^nt to financt* the increased expansion. This 
is a gap or a nnigh s[X>t, at least, in this theorv*. 

'rhis theory, like the overinvestment theories, ernphasi/cs the 
fluctuations in inveslinenl and their subserjuent effects ufxni income. 
Investment is the active factor which influences the direciion and 
level of economic aclivitv. So long as investincnit plans are kept 
equal to saving plans, there* can lx: no decline in 1110 x 110 and 
('inplinnient. Tlu’ im>tive underIving investment plans is the diffiT' 
('TK*e hetvvt^c'n tlx* market rale of interest and tln‘ exiH’Cte^d profit 
talc on planned investment. 

W ithout entering iqxm a long and coinpIc*x discussion concerning 
the theorv of interest, it is assumed ht re^ iiir thi' purjxtse of exjiluin* 
ing cvc iicul ni(nernents that tin* dc‘niand for capital funds i w'illing* 
nt^ss of hnsin«\ssnieti to hoiTOvv s and the suppK ol such IuihIs (sav¬ 
ing .sn[)jdeiiu*nt< d hv hank t‘ti*dit) tlelerminc* tht^ rate* of inIcMest. 
If the market rate of intt^rest is below the i^xpccted return on invest- 
iiu'iit, businessmen liorrovv to c^vpand investment, Tliis results, il 
tlie demand lor irnestint rit funds is greatc^r tlian the* supply of 
saving, in an expansion of insi'stmeiit activity, so that income is 
incn*ased over the* h*vc'l nl the jxriod pnT(*ding. Apparently, the 
t'Xtensioii ot bank credit prc'vents the rate of interest from rising 
sharply so that planned investment in excevss of planned saving can 
lx* carritd out. Ollu'rwise, the dcdicirncv of saving vvouhl cauxe 
the interest rate to rise and cancel some investment plans of a 
marginal character. Incri*aM‘d investme nt iiicr<*aM’s money inermie, 
which increases the supply of saving, and tlx* upswing <.?oiitiiiues. 
The exa*ss of planned in\c^^lment over planned Siiv ing cannot eon- 
tinue As the rx ante periixf materiali/es into the rx post pr'rirxL 
husines.sinen disc*over that their jiLms we re in eriTir as to cost of 
capital funds ( the interest rate rises as it Ix'cofiies appartmt that 
the dtMnand for funds is greater than the siipplv ), reali/erl profits 
faileil tv» equal e\jx*ete?tl profit nitf*s, planned volume of sales drxjs 
not e<]ual realized sales, etc. They then engage iii efforts to correct 
their errors and contract or canvrel their iiiv#.rstim*nl plans in an 
effort to adjust tfiemselves to their realized {Xisitions. This rtTSuits in 
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a decline in income!^ in the following period, and a downturn sets 
ifi. Thi* dowwtuni continues until either planned investment and 
planned saving are equal ear jH)st or until planned investment ex- 
creds planiK^l saving ex post, the former lH‘ing a state of equilibrium 
and the latter bringing alK)ut a revival of the level of economic 
activity. 

l-p>n the saving and investment explanation of «*cinu)rnic fluctua¬ 
tions have IxM’*!! built the most widely lu-ld iinderirmsumption the¬ 
ories of business cycles. Munv stndemts have writt*:n upon the under¬ 
consumption theory of the cvcle. but tin* most famous e\|)<)ncnit of 
tills theory is the late John Maynard Keym^s. assistt^d 1 a a large num¬ 
ber of disciples of his theory. No attempt will be made liere to di.s- 
cuss all the refinements addi^i liy his folhiwers but onlv to set forth 
the fundamental thoughts of Mr Keynes, which have had such a 
great impart mxin economic thinking as coruerns l>oth tlie cycle 
and general economic' theory. 

In lioth his Treatise on Moncif and liis later work. The (It neral 
Theory of Efnployment, Interest, atui Money, Mr. Keym*s eTn|)ha- 
sizes the fluctuations of investment activity as the determinaul of 
the level of ec<m<iinu‘ activitv. Sini.i* liis earlier work was consider 
ably modified In the later one. attention will In* focused up<m the 
second work In the (General Theory the authors efforts were di- 
rtH'ted toward establishing a framework of general evonomie theory, 
but in the pnHt'Ss h«^ provided us with some excellent analviical 
trKils to explain eyilical movements. The theory is one not onlv of 
umlerc'onsumption but also of underinvestment, in aintrast to older 
uiid(TConsumption thtwies whicli consitlcred umlerainsumptioii as 
ovc'rinve.strnent. His greatest eontribution in the field of cvcle theory 
js that saving and investment ran be equal at less than full employ- 
immt of the factors of prtHhu'tion. This oilers a jxivsible tnplanation 
us to why deprt'S.sions may last for considerable p<Tiods and also 
why a perunl <it pros|>erity may not end in a jX'riod of full employ¬ 
ment fml level off or suffer a downturn Indore such a txnidition i,s 
michetl. 

In addition to a giv en supply of rnoiiev. ihri't* thetwtical txmeepts 
are employerl in cyelical analysis, namely, the "liquidity preft'rence,"* 
the " projH'nsity to aTni.sume/* and the ''marginal eflicieiK'v of capi¬ 
tal" ('hanges in .s«i\'iiig and investnM’'nt are affct?tcd by changes in 
any or all of these coiu'tqvts, Fsychological rt‘ast>n.s are fundiiunental 
to an understanding of ihc'se chiinges. 
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Tlie concept of liquidity preference i!ii hosed on the assumption 
that pe^>ple have a desire to hold assents in liquid fonn (cash) for 
several reasons. First, tht^re is the so-calk^ ‘'transactions’* motive 
Cash is held to bridge the gap hcHwi^c*n the rt'ceipt of income and 
its tlisburstmient for consuniption. IX jxmding the interval of 
pavTiient and the period over which exp^iulitures are made for 
ordinarv consumption giKxls, a certain amount of cash must lx held. 
The amount \aries with different persoirs < and lirim) lH>th Ixcause 
of the size of the inter\ a! fx^tween ret't^ipt of income payments and 
the n*gularity (or irregnlaritv» witlfc which ex|xnditure.s are made. 

longer (he period between intervals of iiu'oine r«x*c*ipt, the 
larger the a\er:ige amount of cash which must lx* ht*ld, The (imiiig 
of pavinenls during the dislmrsernent jxticKl also affects the average 
size of this cash halancv. The holding of cash for this puqx>se is a 
necf‘ssit\. An\ funds remaining after providing for the ‘'transac¬ 
tions’ motive are held as a precantirm against nnfoiestxm (‘xptMidi- 
luri*s. such as rnicrg<*ii( ies or "rainv-dav * cxpendilnrr s. The amount 
of this casli halanee will \arv according to the mdividnars iqipraisal 
of (hf* pirihahililv of such events. AfttT providing for tliese two 
motives, the indi\i<hial has a halanee 'if his income is sufficiently 
large^ which he saves. Ih‘ is (xmfronted with a decisi<iu as to the 
form of asset in whrcli tins saving is to lx- held, cash or st*(‘urilies 
(’.ash is the most of all ass«*ts. and the individual tletides upon 

thf* degree ot |i(|iu<iit\ he \visht*.s to maintain, It is h(*rr that the 
rate of interest affects indiv iiliials who pirn ide funds for in\(*s1> 
ment. The imliv idual dexades whether the rale of inten'st will com- 
p**ns:ite him suHicientlv for parting w itfi lifjuid lioldings and accept- 
ing stxnritie.s instead. 11c evaluates the risks invoKcxl in exchanging 
casli for securities of less lic{indity. If the anticipated rate ot return, 
measurerl hv the rate of interest, is w'orth morf* to him llian the 
holding of cash which dexs not <*arn int<TCNt, he purc hases serairities. 
If, on flic other haml, the anticipated return is insufficient to CMnie 
pcmsiilc him for the loss of lic|i]iclitv, he holds his ass<"ts in tlic ffirrii 
of cash. Interest, then, is a conqK’nsation h)r surrendering liquid 
assets for less liquid assets. 

This i.s in i.t>ntra.st to the cla.ssical theory of the supply of saving 
for invc'stinent. w^hich holds that a rise in the rate of inten,*st en¬ 
courages individuals to increase their savings and decrease* their 
consumption. Mr. KevTies's pisiticm, on the c-ontrary, is that a rise 
in the rate of interest dex^ not increase; the rate of isaxing but 
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<HiIv dHermimr.H whether or not the indiv'idual Mrill surrender highly 
lM|uid am*ts ((ash) for kirss liquid imcH (secinitics). The rate 
of saving is» not detemiirMfd hy the rale of interest, Mr. Kewes as¬ 
sumes.. hill i.s de'lerirniied, first, hv the si/e of the individuars in¬ 
come and, s<uxwid, hy the n^r^uireinimts of his '‘transactions^* and 
"'pretautionars * nioti\es for holding cash As will lie |>oinled out 
l)elow, saving is more in the nature of a hahit than a resjxmse to a 
change in the rale of interest A rise in prices of consumption goods, 
tt change in precautionary prohuliilities, or Iwith, with a given in¬ 
come, will alhxrt tlic amount that is available for investment In cash 
or sc(‘urities, It is flic decision of the individual with respixl to the 
amount of cash he wishes to fiold oi invest which detennines his 
lk{UHht\ prrfcrciu iv This may he thought ol in terms of a schedule. 
With a given amount of tash in ex«x*ss of the ‘'transiutinns'* ami 
"precantionar\ ‘ motive s, the higher the rate of interest, the less cash 
the iiulividual is willing to hold, and the lower tin' rati' of interest, 
the more cash he i.s willing to hold, (-ivt ii the rate of interest, the 
supply of money, and the schedule of liquiditx prefirence, the 
amount ol l ash available for inve.stmeiit < an he detenniiu'd. 

The propensity to coiisnnit* refers to the spending an<l saving 
habits of iudividtials. 'Die assumption is madi* that sa\ ing is a deeply 
ingrained hahit in modi rn eeonomic societN, and, where the size 
of the individuars imxifiie permits, he does not s[H»nd all lus income 
on con.sumpliou hut sases a portion of it, i.e saves in the serrse of 
not siH-nding. W hether hi* keeps his sas mgs in the lorm of cash or 
invests them in securiti«-s (U'pends upon his litpiiditv preference, as 
explained ahcniv 'I'lu' lomept of thc' propensity to I'onsume may 
1 h’ thought of as ap|)lying either to an ludivichial or to siK'iety as 
a wliole. Since the i^rw ral Thntrtj is concerned witlj ('hanges in 
the lescl ol tiu'ome in the aggregate, the propensity* to consume is 
diveussed in a im/rginn/ M*nse, i.c., the marginal projxxisitv to con¬ 
sume. I’his nuMus that with a change in iiieoinc some |x>rtiou of it 
will Ih" siHMit, while the halanei.^ will he sa\ed. Mr. Ke\mes argues 
that with a rise in an individuars income the in im.'Ome 

is nut all sjMTit on I'onsumption but part is saved. He will s|xnKl 
part of the increase in income on consumption, but not all of it. 
Tins is U'cause of the pnijxmsity on the part of individuals to save 
j>art of their income. Hv the sanu* reitsoning a decrease in income 
d<>t\s not bring about an equal rlixdine in consumption l>ut will, 
instead, he irRected in part by a decrease in saving. Ik^cause of the 
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cibcrease, tlie individual will attempt to adju5;t Im am«ui»ptioii to 
Iiis new lo^’er level of iiirome. Tlie iiiiplicalion here n Uiat ton- 
jiumption is not always adjusted hv an amount equal to the eliange 
in income. Wlien income is reduced, consumptiot) mav Iv redticed 
less tfian the lowering of iiHHMne. while in the case of an increase 
in income tl>c rise in CH>n.siiinption tends to he less iJjaii the amount 
of the mcreasc- (amsuinption is M*ldonii adjusted, a.s a result of a 
change in income, so as to require the itse of all iiic'oiue if the siise 
of income pc^muts saving, ('hanges in inciane, lhert*fore. do not 
liring aUml an equal change in cxpf'nditure on (rvnisuniption. hut 
sa\ IngH l>ear part <if iht' adjustnient. It rna\ Ix' |HHiite<l (Mit here that 
if. for example, an individual e.xjw ricnces an iiuTcase in income and 
ct<x'S not sjMMid all nf it. the part lu» saves will increase the si/e of 
his cash halani'es if tlu re is no ehangt in the interest rate or in his 
hqniilits preferenee. I’his has an iinjioitant Ix'aring on cvclicai flue- 
Illations. 

In eonnetlion with the inaruinal pro|X‘nsitv to eonsimie, Mr. 
Ki*vnes develo)>ed the t onet'pf of the ’ rmiltiplier " 'I his is a eonet^pt 
which shows the relation hetween an i\xpr*iiditnrt‘ or nrt new' invest- 
ijHMit and th(' level of incoine. It explains the cumulative inereaw 
it! ineome during a pmiod of expansion. SupjK»s(" that siK ietv as a 
whole has a marginal j>r{»}H’nsitv to eonsurm of 0 S. iav. of an inert^ 
ment in ineome of $1. Sf^ cents will fie spt*nt on eonsumptir)n and 
20 cents will he saved, 'fire rnuhiplicT in fhi> ( ase is 5. " That is to 
sav, an increment of net new investment expenditure* of SI wall 
raise the level of iru*oine hv $.5, I'lus js liei ause the original rer ipieiil 
of the initial expeiKlitnre of SI will save 2ti eent.s o! it and s|Kmd 
tlie remaining S() cents. Hie next recipient will spend f>l cents of 
the h() cents lie received and save l(i cents, The ihiid rcciph'iit of 
the 64 cents will spend 51/2 cents and sav(* 12,S u'lits, and m> on 
until infinity. ITie addition of the gross incoine of all tlie recipieutx 
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wtll total $5, The greater the marginal propensity to consume, the 
htgiker the miilHpUer; and the lower the marginal propensity to con¬ 
sume, the lower thv multiplied. That is to say, the higher tlu* multi¬ 
plier, thcf higlier will the \eve] of income \ye raised by a given incre¬ 
ment in expenditure on investment. In addition to tin? pro{>en$it\' 
U> t?on»uiiu\ one may t»<pially well s|K*ak of the propni.sity to save, 
pro[>cnsitv to NjK*nd. etc., which<.*ver will suit the point of discussion 
Iwst. The propensity to c<inMime is affecU*d l)\^ many factors, and, 
while statistical efforts have Uren made to measure it, the results 
are by no means CTonclusive. A change irk iFicome distribtiti<m may 
and probiilkK (lo<*s aff<X‘t the propmsits* to constmu' of stK'iety as 
a whole. Individuals with lower incomes u.sually spend a larger 
proikorlion (ff their incomes on consumption than do those with 
liigher incomes, lliat is to say, most of the saxing is done by the 
higlui-income groups. As the level of incorri(‘ of srK*i(‘tv as u whi>le 
tends to ri\<^ i.e.. as the distribution of income iindergm^s a change, 
the propnisity to consumi’ mux tend to fall, 'lliis leads to jKkssibiltties 
which are not within the' sctkp<‘ of this discnssinr». Nevertlkcless, 
the idea do<*s have meaning to the businessman, since a changk» in 
the distribution of iiicottie in his market may mean a rnodilic ation 
of his p)li(*ie.s as to price.s, sales policy, and perhaps (jualitx of 
product. 

The marginal efficiciicv of capital is defined as tlie ratio of the 
evXpected return on an investnieiil oxer its useful life to its present 
t'Ost. Or it ukax’ be expre.ssed as the exp'cttTl future retunis on a 
partieular inxi-stment disccHinted bv that rati* wliich w'ill vield its 
present cost. Such a rati' iuimnuics llu* efficiencx of a gixeii proposed 
capital inve.strnent. It is this rate itmipared to tlie i-xisting long-term 
interest rate which dk’tennines whether or not a given capital in¬ 
vestment will 1 h' undertaken. U the rati' as calculated is ecjual to 
the pn\vtml long-term interest rate, the undiTtaking is marginal. 
Similar to the tsmcepl of iuptidity prefcrefico, it may !k* tliought of 
as a sehtHlule of investments which xxill In* undertake at various 
rates of interest, Thi* higher the interest rate, the fewer the numlrer 
of exp'^cted profitahle inxestments. the lower tlw rate, the greater 
the nmiilw'r of inve.strnent tippirlunities. It is a demand curve for in¬ 
vestment binds at various rates of interest. Again, liki* (he eurxe of 
lt<{ikidity preb^rence (the demand to hold cash at xarions rates of 
interest), the curse may shift to the right or to the left, indicating 
a change in tW marginal efficienev of capital at various raU^ of 
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interest. If, (or some reason, the expected rate of return on a givtm 
investment shmiki rise while the inltn'esl rate remains the same, 
the marginal efficiency of capita) is said to have increased. Siinilariv, 
if the exptx*ted rate of return on an ins'cstnient should dr*clim% witli 
no change iii interest rates, the marginal efficiency of capital is said 
to have declined. Given the rate of interest and the schedule of the 
marginal efficiency of capital, the amount of new investinenl can 
lx* determined, 

In oriler to liegin a cyclical moxernenl, assume that there is a 
reduction in tlie rate of interest. This makes some investments 
profitabU* which were formerly siibinarginal. Hustnessmen are in- 
dined to borrow to finance these new iinestinent op|X>rtonities. 
With no change in li^puditv pri^ferenc<\ a rediictiiin in interest rates 
means that the desire to hold more asM‘ts in the fonn of cash 
prevails, so busmessineii must turn to tlie hanks for crerlit. If success- 
fill in their ^ju(^st for funds and the new investment is undertaken, 
the spending of these new funds raises th<‘ of ineoiiies. With 
the inen^ase in iiicoine then' will U* an inerease in tin* <*x|x»nditnre 
tor consumption goods. Imt. according to the marginal projxmsitv 
tt> consume, the incr<*ase will Ih* less than the increase in iiuxnne. 
IVrliaps it is h<*st at this |K)int to inodifv the terminology of tlie 
[)ropensitv and call it the "projx'nsitv to sp**nd ' This nnKlifiiution 
will take care of that jxjrtioii of the inc reased inc'nnie vvliich is spent 
on new seciiriti<‘s as well as that jxirtion spent on cfujsiiinption 
The balance, then, will r<*present that jiortion of tlie incTeasc? in 
inc’onie which is sjx*nt neither on eonMiinption gtxxls nor on new' 
securities, i.e., it is a hoarding of cash. I'his will avoid ('omplications 
of how to explain the traiisinission of saving to investinenl on the? 
part of income recfrivers. 

As the level of inc-oiue and c-onsumption rises, the acceleration 
principle opi*rates within the limits explained earlier, and the rnnlti- 
plier efft'C'ts explained above also leinforce the upswing. .So long 
as new investment takes place* in vxcvss of the amount of income 
which IS not spent in acc*ord with tlie projx*nsity to sjXMid, the 
upswing will continue. Tin* marginal elfii ieiicv of capital inenrastfs 
as l>usiriessmen Ix-come more optimistic. Whili* int<?rc*st rates may 
rise, the marginal efficiency of capital increase.s sufficiently to offset 
the rise. Tlie rise in intert*st rates causes holdfTS of rash to keep more 
seciiritie.s and less cash, so that the expansion may Ix* financed frrmi 
savings us well as by bunk credit. Difficulty arises from two prin- 
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dpal sCHirag», Fir#t, with a riaing income the propensity to spend 
tends to fall, i.e,, the propensity to save rises, and, second, the 
marginal efficiency of capital tends to decline because of lack of 
inv<*strnent opprrtunities, so that the incTreasctl savings find no outlet 
in investment, and hcnc<- economic activity must decline. With llie 
dcHL'line in investment activity there will lx* a fall in in<x>Tne and an 
actxmtpanyifig decline in saving. Incturn* will continue to decline, 
i.e., tlx* downtiinii will continue, until such time as s^ivings out of 
current income are c^qual to current in vest incut, llus is a .state* of 
ef|uilibniim, ancl, us Mr. Keynes piints fuit, it is not sviKmomcnis 
with a .state of full emplovTuent but may exist at levels considerably 
Vadetw full employment. 

The pi*rirKl of depression may lust for an extended time, so long 
as cH|fiilihriuin at less than full employment is not distnrlK'd Such 
(Hinventional efforts as lowering the interest rate ma\ avail little, 
since the marginal efficienev of capital may Ixi so low that an interest 
rale Indow the marginal efriciency of capital will cans** individiiais 
to prefer to hold cash to securities. During the downluni there is a 
tendency tow-ard iiiereased l!f|uidity, w*ith a possifde sliifting of the 
schedule to the rigid. Mr. Keynes and his followers conclude that 
there is a certain minimum rate (rf interest Ik’Iow which thc^re is an 
infiiiite desire to hold cash. If the marginal efficienev of capital is 
below* this rate, little can Iw expc^ctcil by lowering the interest rate 
still further. Tliere is also the diffictiltv, in tins case, that the addition 
of new* funds by goveniment spending will result primarily in an 
increase of idle cash balanct*s rathtrr than increased ectmomic at> 
tivity. ‘rhe pro|*>cnsit>’ to sjx^nd has df*clined whih* the pro[X'nsttv to 
hoard has ri.sen, Ihwvcrv can ('ome about only through increase<l 
investment activity. If such investment is not forthcoming oii the 
part of businessmen, Mr. Keynes proposes that public investment lx* 
undertaken in order to raise the* lev<d of income. The theorv as de- 
velojx?d !>y Mr. Keynes ]x>int.s tow^ard a stagnant ec'onomy. Invest¬ 
ment oppoi tuniti**s arc limited, and, unless they ar«* replac<‘d by pul>- 
lic investment, there wnill always Ix' a tendency for the etrononiy to 
ojx^rate at less than full employiireiit, 

Sumfiuirif 

I’he fort‘going sketcht's of business-cycle theon* indicate much 
c.*onflict of thought as to w'hy business fluctuations occur. Some of 
the theories have attempted to explain the entire cycle, while oth- 
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ers have bef*ii only partial explanatioris of the cyde or some particu¬ 
lar phase of it. All the theories are based on tvTtaiii assumptions 
and therdore can logically readi only the conclusions set forth. 
Tlnyv also postulate the existence of a^rtaiii causes iuul eflects* and, 
as a result, they do not all reach the same explanation of tine cycle. 
It is the assumptions and postulates whu^h art^ of interist and iin* 
portance to the businessman. While it ina\ be desivable to control 
the business cycle, the exislciuc of oppising diagnoses of its cau.ses 
tend to preclude an earl\ and Mitwssful nnnedy. Therf'fore, the 
biisinevssnian must tleci<le for himself wliieh of theories or their 
parts he ac<rpts and on that basis make dtrisions as to his }K>Iic>\ 

One of thc‘ more im|>ortanl |K>ints tlit^ businessman shouhl t»bs<Tve 
is that the cause-and-<*ifecl relatimiships are not always in the same 
sc‘f|ii«Mi('e or of tlie same degree of inijHataiur in all phases of the 
<:\ele. During an upswing, investment is giM^u the (vntral role in 
nianv theories while consumption is negleeted; l>ut. when iiiv«*.st- 
rnent programs are completed, atti iition shifts to (xmsumption at 
the g(KKls which these industries now have llu‘ (apacity to prodiK't*. 
For the bnsiuessriiaii this can be translal(‘il into a prol>U‘in of pro- 
ducti<jn in the upsw'ing, which later is o)n\(‘rted intr) a problem 
of marketing and dislrihiitiim as tlie period of prosj^eritv la^gins to 
waiH'. I'nless the btisinessmaii has some knowledge of the theories 
of business iluetuations, lu* will (ind it diifi< ult to recognize more 
than the superficial transitions from one phase of tlie cscle to an¬ 
other. Almost all the theories discusse<l have some contrihntimi to 
make, and fnnn them the busiiK^ssman should lx* able to svntfiesize 
a fairlv workable tireorv of the cycle, hut. at the same lime, Ix’ar in 
mind that it may be in error and .subject to (-(irreelioii with the 
passage of lime. 

An e.xamph' of the application of theory may be made in the case* 
of hori/ontal maladjustments. Tire businessman w ho iv familiar with 
this tln^ory will fx* on the alert to oIimtvc the rate of ex|Kinsioij of 
capacity at his particular stage of his irrdustrv. by ( omparison of 
capacitv to t*xpectcd demand for gfxxls of that stage, he is alile to 
fonniilate his own plans for expansion. Other fa<'tors Iw^sides mere 
development of capacitv of <’ompetitors inWuenert* hi.s (h*<:ision. He 
must gauge his ow^n coinjx'titive [xisilion in the industry, evaluate 
hi.s owm firm in relation to otJiers on the basis of sales policy, re¬ 
search policy, distribution clninnels, etc. Hu* mor#» familiar he is 
with the developments of his and lUher industru^ tlirough the 
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vantnis pha!»i^ of bijsiiiesji fluctuations, the iKJtter will be his abihty 

to male logical assitmpHons and reach more sound conclusions. 
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not can it'd in .sttick by the t'ornpaiiv’ could Im* siH ured from the 
inventory of the distributor iu a few hours. In 19>8 the firm expanded 
into the general fit Id of small e lectrical household appliana\s, such 
as tf)asters, coffee makers, wafHt' irons, hand irons. t U . T)m* rt'pair 
service wu.s also expamlcd to trover flit'se new items. Earlv in 1939 
the finu began the itLstallatuin ol aiitoiiiohile radios for a local auto¬ 
mobile dealer, l.ater the same vear, the firm aicpiirt'd an exclusive 
cxmtract t<j .sell install and service the .Motorola auto radio. As a 
result, it installed autt) radios ftn several tlealt^rs in its IcKality. 

I^te in 1942, Howartl Welch was rc'cniitcd intti the armed serv* 
k'es. During hi.s ahja-ncx* the firm coiitinue<l ti) operate umlei the 
supervision of Fr;uK'is. wlio sp'ciali/ed in repair work, since tlu* 
nunufacturc of practicallv all electrical appliances had hwij dis¬ 
continued for the duration of the w^ir. During this period Francis 
sought to obtain franchiM‘s to Iiandle certain lines when such prod¬ 
ucts w'cre again available. By June, 1944, Ik* had olrtained frauchisi^s 
for Serv'd refrigerators and water heaters, Westinghousc* refrigera¬ 
tors, washing machines and drvers, ckctric ranges, radio and televi¬ 
sion sets. In addition* be arranged tr> stock, on a rKUiexcliisive Imsis* a 
large selection of Hotp^int products, such as dishw^asbers. electric 
ranges* and small appliances. With the return of How*ard Weldi 
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from nifliiary m^rxice in October. 1944, the firm undertook, under 
agre^munil with a ItKal phindjer and eJectrichm, the estahlishruent of 
a kitchen planning and installaition service. From one of the nianiv 
fiictwrcTS of kitchen equipment the firm was able to obtain free 
counsel as to kitcln^n planning. 

The fniilding in which die business wms housed was owm<‘d by the 
Welch hrotliers. It was located several blocks from the center 
of the city but on one of the main thoroughfares. In the rear of the 
building w*as the repair .shop, whicrh was large enough to acctimmo* 
(late SIX aiitoriK»biles as well as the necessary bimches and cabinets. 
.\(’ro»s the all(*y from the rear of the building was another building 
which had onee l>e<‘n ns(‘d as a garage by a I(Kal (leli\ er\ s(*rvice 
but wa.s vacated when the dehv<»ry firm moved to larger (jnarttTs. 
This spa<‘e was r(^iit(?d bv the Welch brothers for wart'hofise pur- 
[loses in January, 1945, in anticipation of larger opiTation.s. At this 
time du* linn hud in its emplov one rnf*ch:inie-('l(*< tric'ian, a dt'ik 
wdio served in the store, and a part-time janitor, in addi(i(»ri to llu* 
services of the W'elch brothers, w'lio worked on salt's and installa¬ 
tions, together with the plumber and electrician under contract. 
PritJr to the war, sales were made through personal coiitai ls by tin* 
Welch brc»llier.s and an adsi'rtist'ment w'a.s run CHintinuously in the 
ueeklv pajier, which w^as pnblish<*d Wally. 'Die eitv in which tlu* 
firm was lo(*at(Hl was a large suburb of a metropolitan area, but no 
adx'eftisi'nients wc're placed in any of the large dail\ pajHTs sers ing 
tlu' ari'a. Tlu* brothers bad grown up in the suburb and enjoyed a 
wade actptaintance, 

In order to finaiuv the [lostwar expansion, the brothers sold aii 
apartment building in wdiieh tbev had an tHpiitv of $55.(KXV Thev 
retained thre<* other small apartment houses which tht'V jointly 
owmetl. For many vears lh(*v had enjoved good banking relations 
w»itli a l<K'al bank, which agreed to <'xtend the finn a line of cr<*dit 
in tlie amount of $25,<HK\ (‘xelusive of contingent liability arising 
from indorserm'iit of installment pa{H»r which the fian might dis- 
(Hiuiit at the bank. At the suggestion of the bank, the firm w^as in- 
etnporated in Kel»niarv, 1915, with each brother holding 50 per 
tHt*nt of the stcH'k llir original finn name w'as retained. The large 
iiUTcase in capitiil was d«‘enied desirable so that the firm could 
purchase M'V(*ral items in carload lots. Tins resulted in a substantial 
discount pc^r item, in amtrast to purchasing in small lots through a 
distributor or whoU'saler. From his contacts made in 1943 and 1944. 
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EMkihii I 

A A B APPLIANCK SAlJvS COMPANY, INC 
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Exhibit 2 

A A li \rPLlANCi: HVM S COMPANY, INC*. 
CoNDK.VrtlUi PlUJFn AM> Ij<».ss HTATtMI.K J, 11 M 5 AS, lNri.i:?i|Vlt 
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Mr, Francis Welch was 

able to obtiin two car 

hiads of rt 

'frigerators 


and one carload of washing machim^ in Febniarv, 1945. 


Exhibits 1 and 2 show the cimdens<;d Italance sheets and profit and 
loss statements, respecti\ ely, for 1945—4h, inclusive. Exliibit iJ shows 
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A Jr B ABPIJANCK COMPANY, INC. 
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inutitiiiv salrs thr same ptTicKl Early in 1919. Mr. Howard VN\1< li 
olw^'TVrd that salos were showing a noticeahlc decline and hy April, 
lead dropiYt'd to an alaniiiriglv low It^vcl. He dri'vv off the Ind- 
anre jiheil .nIiowh in Kxiiihit 1. as of April 1. lf>49. Incjoirv from the 
electric ap(diance trade asMK’iation sh<iwed a similar decline in the 
indnstry, Erom sonic of his ('Ofiijwlitors he learned thi* same story of 
decreasing sales. i)f the total iiidehtediH*ss shown due the hank in 
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Exhilnt 1. $S.o(X) wa.s diu» on June 1,19'49. and Sfh5(X) on Julv I, 1919. 
The hank notified the firm on Manli U>49. that it had receiv^'d 
a sight draft with hill of hiding attached in the ainonnt of SI 1,000. 
cxivining two carloads of washing machines amsigiuxl to the firm 
and recpiested ad\ic*i' as t<i its acci^planc'c. The shipment w’as en 
route and was t»x|HX'ted to arrive in a tew days. 

Becausi^ of tlie clianged charat'ter of the finii's business in the post¬ 
war [H^riiHl cxYtnparcd to tlw* prew’ar |)erio<l. the Welch bmthers felt 
they w ere unable to draw' cxmclusions iis to w lwther the decline w'as 
of a ternp<irarv natunt^ or sonu*thmg more serious. Tire radio business 
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had slicm'n soxTie seasonality of mm-etnent prior to the war. There was 
a rise in tlie spring, followed by a stmirner dec*litke, with rx^cover)^ in 
the fall Tnontlrs. The present cxjK*rieiice showed a shitnp coming 
in the spring, when the prewar exjHrrieiKY- had been in the opjwsite 
direetiofh From their trade a.ss<K iatir>n and near-by aumpetitors they 
learned tliat tluTe had Iw'cn sonu* seasoi>al movc'irn'nt in washing 
inaciiines and refrigerators pru»r to the war bill that it was not al¬ 
ways awisistent. Elec tric ranges and lefrigerators to show 

some correlation with new building prior lt> the war. but this re¬ 
lationship was somewhat cloudy in tin* |K»stwar periinh iiwing to 
large n‘placemeijt demaiKb It was obsersed lliat a .similar decline 
was ocHurring in residf'ntial luiilding in the spring of aiul this 

at a time when it v^ as gi neraUv staled that t!ier<* was a serious short- 
ag<' of honsirig anti a large Im< klog of dcinand for n(‘w homes. 

Mr. Howard W elch ft*lt i! necessars t<i ace<‘pt the sight draft, in 
order nut t(» impair his credit standing with the bank, 'The originul 
lint! of credit was reiaailly reii<’wt‘d In the bank. W hile all oldiga- 
tions had been met on lime, he was of the opinion that tiu* bank 
would lie reluelant to extend atldititmal credit on inxentory at a lime 
wIkmi sales were slow and lliere was some oecasionul prict^ cutting 
in tht' electrical appliamt* field. At tin sairn^ lime then* was gn^at 
need of obtaining sufficient cash witli w hich t<» carry on o|)i*rations 
and also to build up a balant^e with w liu h to meet maturing obliga¬ 
tions at the bank in tlie near future. Mr. WV‘lcli l>elic‘v(*d there were 
.several alternative solutions to the situation eonfionting liiin. First, 
the decline in sales (ouUI lie inlerpri'ted as femji4>raiy because of 
the federal restrictions on installment credit whic fi would t^xpire 
on June SO. lfH9. unless renewed b\ (amgress He felt, as did mariv 
otlim in the industn, that the relatixi‘ly liigh down pa\incuts of 
21) j>er cent of the purchase pric^e togr^ther with a niaximum juiyment 
[vrriod of tw cK c months was one of the main re asons for the declmit 
til iNiles. He might, under this assumption, an extension of the 
maturity dates of his notes at the bank. S<*i:ond. tb<‘ decline in .sales 
might b4‘ in the nature of a dowaiward trend, reflecting substantial 
satisfaction of the backlog of demand. This w^ould call for a reduc¬ 
tion in iiiventorv within a .short period of time in order to obtain 
sufficient cash. With dix-linirig sales this w’ouhl entail some drastic 
price reductions. Since abmit 75 per cent of the heavie.s1-scaling items 
were priced by the manufacturer under rt*sale pric^Lvmaintenance 
acts, this would add to problems of price reductions. Tliird, if the 
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decJifif? were of a Kea.%otial nature, a reco\'«?r\ would he anticipatCKi in 
late summer or early fall. If this were the wired appraisal of the 
sthiatiriii, a sharp rediiclifjm in inventory at present would forego 
profits which amid Ik* made during the recovery period. 

yCESTIONS 

L What imssibUr types of ecooofnic Hiictiiations faee th<* A & B Appliaiict* 
Company? What additional infomiation. if ariy> would you swk in an 
attempt to <h»lerTnine the cause of the decline in early 19-19? 

2. Whal reajin mend a times would yon make if the decline were attributed 
tf» s<‘as<»nal influences? To cycliail factors? 

3, If a .s<rasonal putteni of sales were CNtablisfted, would you rtriiinmend 
that inventory poluy \n* liaseti on tfii.s fat tor alone? 

Cwtc V!-2: MniTIISIDE ISSl lATIOS CO^fPA.VV, ISC. 

In Nov<*mlH*r, 1942, the Model Bel)iiilders. Inc., of Chicago. 
Illiiioi.s, was orgaiii/ed Mr. John Wilson, Mr. Carl Svendhm, and 
Mr. Richard Klein. Mr, Wilson was a carpenUr and iiiechaiiic h>‘ 
trade, Mr. Svenilliun had most recently worked as a phiiol)<‘r and 
electrician hut had been iti husines-s as a plumbing and heatir^g con¬ 
tractor several years earlier, while Mr. Klein was employed as a 
sidesman for a metals novelty winpanv until that ('om[)imy vva.s 
forced to siis|h*ikI o}>t*ratioiis lK*cause of the war. Model Rchiiilders, 
Inc,, wa,N organi/ed primarily for the purpose of remodeling old 
and larger homes into smaller apartments to meet the iiicn*ased 
demand for hotising U*cause of wartime activity. The government 
had established priorities for all the necessary inatt^rials pemiit 
such work, 'Fhe ihrm* im'oq)oratf>rs each t'onlribiited S5,(KK) in cash 
toward the capital of the firm. In addition, Mr. Svendhin amtrihuted 
some material in his jXKssession which wa.s suitable for use bv the 
fimi. so that the total original capital was S28.-7f>0. Mr. Wilson and 
Mr. Svendhm made estimates and jx*rformeti wwk on the various 
projects of the i^orporation, wdiile Mr. Klein concimtrated upon 
sales and the obtaining of priorities. 

The cx^mpanv pn>s|H*red under this arrangement- Each incor- 
pf.)rator w^as paid a salary for his .services, and profits were reinvested 
in the firnn. By Seplemlmr, 1945. the comjiany had acc'umulatetl a 
capital and surjdus of $UM,457.20 and had an average of 6! em¬ 
ployees on its payTolI. Practically all its work had been of an interior 
nature, that is, the removing and building of partitions, construction 
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of new bathnKHiis and kitchem. resetting \%indows. etc. The firm 
had never uiid(*i1aken any new building of uiiy kind, allhongh it 
had taken several subcontracts from btiilders W'ho were wtirking 
on government construction projetis during the war, All tliree of the 
original im'orjKnutors wvrv now efigagcd in su|H^r\*isory w^ork (Mily, 
;uid Mr Klein had two assistants. 

In Octolx^r, 1945, Mr. Klein calhK) to the attention of Mr. Svend- 
lull and Mr. Wilson that llu‘re was a decline in tlie amount of it*- 
UKKleliug work a\ailahh‘. Mr. Klein w^as of the opini«>n that, w'ith 
the eml of the war, j>eopl(‘ were ativioiis to get out of small living 
(juurters and into larger apailinents or in individual homes. In ad¬ 
dition. there sc'crned to Ix' a growing shortage of ceilain materials, 
nianv hav ing IntMi freed of prh>rilies l>\ tiu- go\(»rn!nenl After sev- 
<‘ral ctHjferenees it was agreed that the firm should either enter the 
g<*rHTaI cHJiitracting iHisiness tolmild ik^w and complete struetnres or 
.seek another field of specializatiini \vli<*ie materials were more easily 
obtainable. 

Among the materials in most plentiful supply wen* rock'Wcxil 
insulation, rotding materials, and certain tv|>4‘s of window^s and doors, 
jKirtii'ularlv those made of uluminum. AfttT some preliminary ne¬ 
gotiations, the (inn rihtained a franchise to distribute and install a 
cornliinatiori storm and sneen window made of aluminum, metal 
thresholds, weatherstiipping. insukition. roofing, and the sale and 
maintenance of oil and gas funiaces and boilers Tin* ('omhitKitioit 
storm windows, thrcsliolds. vvr atherstrippiiig, fiirTiact'S, and boilers 
were produced bv a manufacturer with a n.ilioiud n'putatiou brr 
(pialitv prinlut ts. The insulating and r<K»lirig matf rial was purchased 
b\ the firm from v arious inamifacturiTs aceording to <lesiied sjH'cifi- 
catioiKS. On jiinuary 1. !94(i. the finn was reorganized and its n.iim^ 
chang<*il to tin' Northside Insulation (i^nnpanv, Inc. With the excep¬ 
tion of furnac<*s and Ixalt^rs, all produt fs were promptly delivered* 
and tlu^ t'ompaiiy i^njoy ed a |)rn|ilable busirK\s.s. 

Suh.secpient to its reorganization in January, 1946, the coriipanv 
eiiiploved ten salesmen upon a salairv* and commission basis. An aver¬ 
age of 75 employees was retaim*!! on its payrolls Skilled lalxtr w'a.s 
hired at straight salary on a w^ei'kly basis, while unskilled lalxir was 
hir<*d h\ the hour as needt^l. Skilled lalxir coirsisted of carj>enters, 
mechanics, steam-fitters, drivers* and tiffictr eTnployec*s. Unskilled 
Iai>or was used principally in loading opt^rations. Mr. Wilson was 
quite insistent u|>on work of imly the highest quality, as that was 
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owe of tile company s main selling jioints. Orders W€?re sufficient to 
maintain a backlog of 3()“90 days. This situation prevailed imtil the 
fail of 1^8. 

In March. 1JM9. Mr. Klein calic^d a meerting of the ounrjers of the 
firm U) discuss what he c<jiisider<^d to \w a troublesome situation. He 
noted that sales had lx*en declining for several Tnonth.s and tliat 
backlogs of orders had completely disappirarrd (except on some sper- 
ctal iteras which recpiired somt* time for prCKessing at the factory, 
'rhls had liroiight about considerable idlt* lime among the skilled 
lidnir, Mr. Klein was uncertain as to whether the situation was teni- 
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jmrarv or whether it was the iR'ginning of a jiostwar depression. 
W'hicli for several months had been forecast. Mr. Wilson and Mr. 
Svetidlufi w't're of tlie opinion that to protec^t the oiiujiiuiy's interest 
there should In* an immediate reduction in the skilled lalnir. so as 
to rt'duce costs in line with the reduction in sales. Mr. Klein wms 
somewhat hesitant alxiiit this pdtey. .sintr the miu^ket for .skilltMl 
lalnx in the building trades was rather tight and if such lal»or were 
leleascnl now' it might lx* difficult to obtain satisfactory replac'ements 
if business should pick up later. Compani sales, by months, are 
show'll in F’xhiliit 1. Tlie monthly volume of business transacted by 
the predecessor i.i>ni(iany, Mcnlel Rebuilders, Inc., is shown in Ex* 
hibit 2. 
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From his salesmen and company records Mr, Klein le«'imed tliat 
al>out 75 per cent of the tc»tal business in the insiiiation division was 
on homes already built, Tht? stonn sash could \n* custom-fitted to 
windows of any size or shajx* and was casiiN changixl from winter 
to summer use by meridy raisinj; the storm wiialow' station and low- 
eriufi the screen. In existing stnictun's insulation was Idowii in by 
means of pressure machinery, which the tsnnpaiiy owned, while in 
new' building it was applied in *‘bals' or sheets. Roth of these itinns 
were relatively ex|X*nst\e and were more in the iiatnic of a capital 
ontlax' by a homeow^ner than a cuneiit expeiisi*. 

From January, 1946, to janiuiry, alnnit tKi p<*r cent of these 
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sales were for cash or paMUcnt in fK> da\ s. Ry l)ec<*fnlKT. 1948, cash 
sales had decreased to alxuit 70 per cent of total salirs. Oedit sak^s 
wen* handk*d primarily through S«»tiion I of the Federal Housing 
Act. which p‘rniitted the purchaser to makt* inslallment payments 
over a maximum |x*ritKl of (Hb months. Actual financing was done 
through the fimrs bank, and such loans were guaranteed by the 
FllA. The remainder of the credit sales wjls finariccKl by the same 
hank ox er a tw'clvc-manth p^ricKl. Sucli installment notes were in¬ 
dorsed, with full r<*ct>unic, by the Nortbside Insulation C<»mpany. 

Sales in the heating dis ision wx*re alxxit 56 pT cent replattrinent 
in existing stnictiirtTs and the balance in new construction. The firm 
usually bid for the new' constnic'tion business on a sulicontract basis 
to local general amtractors. Sales for new construction were almost 
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all ciVih on a 30- to 0f)-day basis. Pav^neiit was made by the contrac¬ 
tor within a reasonable [kticxI after installation was completi»d. Sales 
for replacf^rriffit wtrre al)oiit half cash and half crc*dit, tluf latter Iw- 
ing financed on an installment basis siiiiilar to those in the insulation 
division. 

i*’rxnn the information outlined Mr. Klein t^orisidered tlie h)llowing 
fK)Ssibilitjes. i J ) that prosp<*ctivr piireliasers had less cash to .sp?nd 
titan forinerlv and were reluctant to go into <lebt ( sah'snien's re- 
jjortvS did iKit confirm the latter); (2i that the cWline might Ik* of 
a seaMKial character in the process of di*velnpmerit; ( >) that the 
rc'placenufiit mark(*t was bc^coming saturated; or M) that a general 
decline in ec^onornic activitv was th'velopiiig. Kacli of thes<* [wissi* 
bilitic*s was looked tipon as an alternative and. tluTcfore, wcmld 
n?quire different courses of action. From trade sources Mr. Kl<‘in 
leanied that other firms in the industry were undergoing 
eners similar to his Mr. Sveridhin, on the basis of his pre\ iems busi¬ 
ness experience, wus of the* opinion tlial it was a siMsorud factor 
which had not vel ap|K*ared lK*cause* of the postwar Inukiog of 
demand. None of the owMiers of the finii gave much weight to the 
idea ol saturation of tlu* repUieen»eut market, while tlie (ourtli |>ossi- 
bility W'as strongly disc riuntcnl, 

Mr. Klein lu'lieved that more libera] credit terms as to lengtii of 
installmi'rU contract and size of monthiv payment wonlil alleviate 
the fir.st condition, while the second svotild retjuirr either some effort 
to prevent the seasunal patteni from developing or |>o.ssiblv the ad¬ 
dition of some Ollier line to offset tlie .scMsoual decline. Mr. Klein 
projKised tliat. as an induci uHait to have insulation and storm sa.sh 
(ii.stalled during the sjniug months, the firm offer to make the iii- 
s'tiilLitions imuit'diatelv, wath no j>aynieiit due mitil OctolnT first fol¬ 
lowing. The customer w*ould liave the optitm of making a cash 
payment in fidl on that date* or having the* first pavuieut of an in¬ 
stallment loan full due on tlie same date Hie finn woiild provide the 
crcxlit without clwrge until Octolier first. If the customer preferrcxl 
iin installment tHuitract, the finn could sell the note to its liank in the 
ordinary manner. He iHlirsrxl that, as long us the prosjH'ctive pur¬ 
chaser W'Ofdd probably buy in the siimnuT or early full anyhow, he 
W'otdd Ik* eipiallv willing to purchase ut an earlier date if no addi¬ 
tional cost were ituolvisd. If such a plan wwe successful, the firm 
wotdd lie able to sclic*dule its installations in such a manner as to 
make more efficient use of its lalior force and {x*nnit the retention of 
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its present staff of workers. In presenting the plan it was pointed out 
that the gn>$s margin of profit in tin? insulation di\ision w;u» alxnit 
5() pt?r ctmt and at>out S5 |H'r cent in the heating divisitwi. The firm 
possessed govemnient Inuids in excess i}f $2(X).0(K1, wliich lH>re inter¬ 
est at a rale of slight!) more than 2 |>er ttmt. 

QtrjsnoNs 

1 Wluit action would you propose* thi* cHuiipanv undertake? 

2. Froni the information presented do you ladieNe tJie ilecline in sales 
was a seasonal or a trend liK'tor? How do \t)u leaeh such a amelusion? 

3. Would you rc*c'uiniiiei}d the use of the eoinpanv's funds in tin* manner 

propost'd? Why? Would ymi snt'^est that the firm caiT\‘ its ow*n in- 
stallinc'iit at thi* going rate of 4.S per cent rathtT than fiiuiiice it 

through a hank? 

4 What additional information do you feel (lie coinpany should luxe had 
before reaching a cii cisioti? How would ytni make use of such inlor- 
ination? 


Cast M-l HABY FOOD ISDI STHY 

The* entire? text of this ease is repr(Khicc*(l In jMTinission, from the 
Wall S/rerf Journal of June 2iV 1949. 

An epiileniic of conijM'titn e selling is sw'ei*piiig the industry that makes 
foin! <(jr infants. 

The re's giH>d reason. Pt*opIe W'lio pondt r hhih ratf‘ statistics say the 
great j)ost-war liahy-having wave n‘ached its crest last sear, 'riiev see a 
steep slide frtnn now until 1955 Bain f<wid packers who supply S|H'cndly 
prepared fruits, vegetables, meats and soups to an intimated nine of every 
ten l .S. infants, fact* the Ic^ss of a third of their p)tenlia! market, 

111 PH8. savs the I'.S, Census Bureau the infant population fbahies 
under two )ears) r<*acht*d a renrord high c^f T.4(Kf.000, Bv the end of the 
year their ntimlH*rs are expected to drr»p to 6-SB().000 Six years from iiiiw 
the figure will Iwck to (he l‘H() level of 4,7(Kf.(>00, pipulation experts 
predict. 

How to buck this ebbing market is the problem worrying hahy fcKxl 
pnxlut'^-rs. In the last eiglit years, by riding the birth curse upward, 
they’xe turned a little business into a big one. From arounr! 2>l million 
x'ans of vtrainetl and cliop|K-d baby fcxKls prtKiueed in 1940, the pack 
grew to 1,5(K) million cans last year—alxxit fi |n*r cent of the total pack 
of canned fruits and x'egetables. Sales, at the retail level, soared to nearly 
$12fi million last year from $20 rniliioti in 19-tO. 

Tlie business is divided by five major baby fcKx] packers—CerlxfT (the 
biggest). Heinz. Libby, McNr-ilk and Libby. Clapps and Beech-Nut—and 
a handfull of small firms. In addition two specialists have an important 
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itakf i» the ifjdiistry. Campbell Soitp 0>m[)any puts up five varieties of 
baby aud Swift and Omipariy turns out a large quantity of baby 

meats. All the rrtajor packers, excei^t Gerber, also prcxliiee geneml food 
Itrurs, 

llw! industry^ plants are strung across the c*oiintr\^—from Caiiajoharie. 
New York, to San Jose, (.'alifornia. hut the west coast. esjx>cially Califor¬ 
nia, with its big productictii of Iniils and vegetables is the primary c'enter 
of prcHluctiou. 

From now on as the birth rate declines, all these cfunpanies hnik for a 
|x*riotl of ttnighcr competition. “That factor is alrt-atly Ixfing toiisidcr*‘d 
in packing schedules ami plans for sales campaigns,'* says a Gerber execu¬ 
tive. 

"Cornfvrfitioii is aheady keen, hut it’s certain io get keener/' adds a 
major eastern [racker . 

Along with tJu'ir special birth rate prfjhhm*, hahv food packers are 
also feeling the piihtie s general pinch*penny buying sefitiment. Explains 
a western <‘anm r; 

"Pf'ople wlio\e been buying hnti or five cans a dav hav e begun cutting 
<lov%ri. 'Fliey iriake their baby IihhIs strefcli fartlnr. jiisl lik«* evcmine 
else. Nosv wlien jiinior dm'sn't finish the can. inanw puts the leftovers in 
the refngeiator to use the mvxt day instead of throwing it a wav/' 

The packers watf* no intentntii of riding tins (.urve f>ack downward are 
reshaping ami shaifW’inftg up their sf'lhng strategy in tlie hope of .stirring 
up some trends in the other tlin't'tion 

“One theme we are going t<i eiiipha.st/e is to get mothers to feed imrc* 
commercial hahv fmid.s to their ehildren/' s^ays om* sales exivutist*. “Me 
think W'<' pifoidc* purer and (‘ht'aja*r fomls than mothers can prepare 
themscKes, and there's no doul^t that it's easitT for the mother/' 

'‘There's no reason win sve can't build tfic sidc’s curve hack up and 
even go h< yond it," ailds anotht^r pucker 

Another line ol atfavk (ai afti'r the non'iivers of c«>mmcrcia) baby 
(mnls. 

"Some packers think that almut iht ivnt of the babies are already 
eating at least some canned or glassitl hahv ffHKls," tHunments the sales 
chifd of one firm. “I rhm’t hehevi- it is that high. Even if it is. that 10 pi'r 
iTnt of non n.scrs is worth going alter and we intend to do it." 

Adults aren t being oveihvoUnl either in the racx" to keep voliutW’ up. 
Packers has e nevcT applied their yardstic ks to adult consumption of bahv 
fsHKls, but thev are getting curious alvnit its possibilities. Most adult 
consumers an.* ageil or sick |K*rsons \ stomach ulcer )xitients, for example) 
who ftyiuirc (ckhIs tluit art* easiiv digesttnl. 

Packers have a variclv of sales wcujfons to us«* in tlu*ir coinpt^tiHve 
struggle for custofiu>rs. Ylnv aim their main appeal tow^ards two key 
pt'rsons in the baby's early life: its nK>ther and its dm^tor. 

Sales dt*{>iirtinimts cull birth notitfs for vital statistics and gently bom- 
Imird the new motlwr with and i^ith cntitlifig them to free cans 

of Ixihv foiKi* 
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"Wtr figure if we oin get liiern started early oi» tair brand, we ha\e a 
spieixiid cbiuice erf keq>mg them as customers all the way through thf» 
baby food stage ” says E. j. Burley, sales manag^^r for the western division 
of Libby* McNeill, and Libbv. 

TIm' give-away prt)graiTi is gearfd to tlw* baby's progress t(K>, Clapp's 
tacks u}) cou|>ons on ^r<H^e*rs’ baby LkhI sliehes, ottering an initialiHl baijy 
spoon for puyinenl of 25 txnits anti three labels from its bahv (ockIs or 
tnie box ttrp from its cereals, Libby otters u et)inb ami brush set for 50 
txmts and six lalii^ls and a “Itili.ibv lamp'* fnr 55 cents and six lalu^ls. 

Fetliatricians get sfMXaal attentitm from baby IoikI pnahiaTS, Most 
firnis send them jKiinphlets a!id ofh^r to proxide them with fn^* samples 
of fomi in tlu* hojK* that th<^ baby dcH'tors will Ijaml the sample to new 
mot)u*rs. Thev sometimes present pediatricians with such ])ronKktj(»nal 
gad'jiets as automatic p<‘iKi]s atid lu'te pads. 

‘T here's no tlonl^t that if wc‘ can get a d<K'tor to Ivand a nexv mother a 
certain brant! of babv foml as a Siunple we've just idxnit got tier as a 
pt rjiunent custrant r/' sav s a salesm.'in, 

T>nc time I sj>ent siv months in a town doi?ig nothing but pTsonally 
cofitaeting pediatrii ians ami bead nurses in hospit.ils ami getting them to 
gi\t toothers our sainph s. We raised oui salt*s from third to first plare/* 
repnrls another sales evet'ntive. 

Aiu^ther front liiH* for salesmen is tlje gimery stt»re where tliev battle 
for “shelf" or tlisjvlav ,spa<'<* lor their brands. In areas vvhere eoM)|M^tition 
i.s stillest, s(»rne firms employ ”tm*rcliambM? men ' or “junior salesmen'' in 
lulduion to their regular salesimMi. 

'Ilie junior saU‘smen ilo little Irevond making the rounds of gnxerv’ 
stores and keeping their display ctninfers fille<l w'lth tlu*ir brands, 'Hiey 
lintl that larger, linsv gro< erv firms sometimes m-glect the babv fiKKf 
shelves bt‘i';mse the small babv food cans are harder to stack and tedioiiii 
to handle. Tht* small frv cans average 1'ii oiiucrs t (»mpanxl with 1 fHmnd, 
I'l ounci’s in the No. 2V cans of regular line fomls. 

So far the jKjpulatuui “rr*cessioii‘' hasn't hit babv frK»d packfTs hard. 
Thev have lH»eii able to follow th<* population “wave * of MMS from the 
strainer! babv food age (»n into thr* second year of chopp'd, or jiinior, 
l(Mxl age. 

StniiiH'd IckhIs. which are foraxi t!troiigh fine sc reens until they resem¬ 
ble purcx»s, are c!esigned for babies from three to 12 montlis or more*, 
(’hopp'd foods, which are bulkier, ;m* in;id<' for babies up t«» tw'o years 
of age, A few' contimu' t<» t-at them lH-y<nid that age btjt the dri:j|Miff is 
sharp after two years. By Uwt time*, babies are eating alKiiit wliat mama 
and papa eat. 

Packers this year are putting up more clmpp-d fraKls for the heftier 
app‘lite» of 194H-lw>rn babies. By next year, how**v'rr, they will Ik* "gradu¬ 
ated'* out of the baby fcKx! class enlirtdy—meanwhile there W'iH lie fewer 
new^ jEtrairifxi fcKx! eaters. 

Baby food packers are coritiiiiially experime-nting to bring new fooch 
on the market arul broaden their appeal to infants’ tastes, ^verai firms 
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are now ti!?»ttng straiiw'd plums* Un #*X44niplt. Swoel piJtakKrs and squash 
tm*k their places alongside* otlier standard packs. Other products are 
fadmg out. Packers say the yotiugstfTS are N^inning their war against 
strained and chon|[H»d spinach* dr’tnund has nearly disappr^ared. 

Gerber starteu out with five prcKiucts in 1928. Today it markets 22 
strained fcKids, incJudirig fruits* vegetables, custards, and meat-vegetable 
nw'al airnbinatioiis', 15 chopjK*d focnls for junif>rs* three baby cere*als, 
tliiw strained meats, and three junior ineat.s. Most of the major packiTS 
have an t*fjiia)ly varied array of foods. 

Except f<ir lUH‘ch'Niit, which pucks rmly in glass containers, all the 
larger pickers use lK»lh tin and glass. On the cast coast motluTS prefer 
glass afinost esc^lusively. while »)n the west coast the preference is exactly 
reverseti in favor (»f tin. Packers d^m’l know' whs. ‘llu'v are closely watch¬ 
ing the recent move* (if Bert h Not into the western inaikrl with its glass 
pack. It has just tsmipleted arrangements with brokers for distribiittoii 
of its glass packed products in Los Angeles and San Eraiiciscrx 

Qr’EsrioNS 

1. What is the underlving cause of the cxjM*cted tncn'ase in cHunpetition 
in the baby food industry? 

2. Do you agret* that tin* effort.s of the iudis'idual packers to nuintatn 
tlii'ir share of tfie market is the propT way to attack the probh'in? 
Would you ^ug^e^t that ihi* collectivi* efforts of the packers, eg,, 
through a trade assoc iation. would obtain bc'tter results? W’hat sort 
of efforts should group action take? 

3. Is there any cvidemT in the text that some of the expc'cfed decline mav 
Ik* due to factors other than the decline in tlie birth rate*? What is it? * 
D<h*s this fac'toi app-ar to Im* of major or minor importance^ 

4. What is the* chief substitute for prepared baby foods? Doc\s this affect 
tlu* price jwilicies of the mdiistrv? 

5. Would v<»u suggest price* rc*durtions bv the individual firms as a partial 
answ^et to the e\]K‘ctc'd decltue in driimnd? W’liv? In what compc'titive 
area would you recommend that the firms cXMicvnlratc* their efforts? 

(1. Is the (.'crfH’f company in a different |K>sition than am of the other 
(inns? I>i you chink they sliould follow* a different pilicy than other 
firms? \Miy? 

7. Is there any esidence of liori7.ontal malad)nstm«'nt in this industry? 

Cd.se VI-4: ronECAsr or thick sa/.es is vm 

The entirr* text of this cum* is repitKluced. by jwmussion* fnim the 
Wall Stnn t Jtmmal of Feliniarv 23. UkK). 

Tnick makers advance a tht*ory that the industry generally will sell 
far fesstrr tnicks this year than last. But almost every' tmp>rtant producer 
behavTS as if he expects to sell more—by scheduling big prixiuction. 
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Pcriiaps the optimism springs from the fact tnick makers: have lK*en 
sprucing up their models, paring some' prict^s and teaching salesmaiiship 
to their dealers. This seems to Imve paid off in January^ with some nnikers 
rq>ortijig record sales. 

Hk* iM’^sstmism come from the veiy however. Tlwt W'Uii^ 

official industry oracle. Ward’.s Automotive Kejwrts. tJiinks tmly h3(i.(IOO 
trucks will l>e made in the U.S. this yenr. That would \x* a 25 cent 
drop from List vear, a 37 p?r cent dt^line from the [H>ak production of 

mn. 

Sales officials of leading manufacturtTs generallv go along wit!) this, 
hoth J. \\\ Burke. Chevrolet's tnuk sales manager, and E. C. t^uinn. 
general sales manager of Ornlge di\ i.skin of C.'hrvsler (airporation. think 
total domestic sales will Ik* down alxnit 8(K).(K)0 units, and exports will Ix' 
even smaller than last year, when thev made up onlv 11,2 pT cent of 
protiiK-tnm. ( B<’fore tlie war thev ran 20 |>er cent or higher ,) J, C. Ball, 
Ford's manager of prorhict sales and sitmcx-s. suggests his coni’‘Ugnes 
may he a little too glof>!Tiv, hn! agrees the statistics will recortl n slide. 
Yet each of thesf* !hre<’ gentlemen insists his own i'ompam s outlook is 
\ery good indeed, at least if the dealers leallv go after t(ic‘ hnsiness. 

(.'hevvy. Iiiggest of the lof. has stepj>»*d up ihi* horsepmer of its en¬ 
gines and is making the most of it hy sjilashii^g atls [)r<K laitntng ffie "most 
powerful trucks in Chevrolet history." Unless preventei! hv some ontsule 
influence such as a prolonged coal strike, it aims to top output in 
e;n h f)f the first six nuuiths of IHVK 

Ford, which has made a secure of improvements and changes in its 
195(t trucks, and cut prices $20 to SSO on all fnit its largest models, is 
ah<nit to launch an intmisive truck saUrs training program for its dealers. 
W'ith additional wheelhase options, it is pn»c1aimmg in a<ls the "hroiidest 
.selection" ever. It is scheduling output of l-SO.OfXl trucks in the first six 
months of this year, which would lie the biggest .Mich p-riiKi in its Instorx'. 

Dodge’ has trimmed its prict‘S, t*>o, by as miu h as $125. and is plugging 
the .slogan: "F*riced with the lowest.'' .After adrling a four ton truck to 
its line it i.s also heTalding ' more Iwsic models ’ than ever. This drws litth* 
good at the^ inonumt, with assiTuhlv lines idled hv a striki’, l»nt when that 
is over DcKige c.xp^c’ts to cx.>me hack with a manufatinring rush that w ill 
carry its output for this full year up to ecjiial UM9. 

International Harvester, hinrth of the *hig four/' aims to heat its pro¬ 
duction of last vear. It sp'nt million preparing its current mooels. 
which feature more p»wc‘rfnl engines, cah.s that are rnori' comfortable and 
easier to set.* out of, new- stx ling arxl mechanical cliang<*s. Its line incliidcrs 
new iiiterim^diate sizes. 

If the big producers are i-orretrt in titeir p-ssimism al)ont indnstr)' 
sales, and are right in tbiur optimism alKiut their 4iwn sales, it imniris they 
will fw .seizing a larger shun.' of a shrinking market, Tliat trend was notke- 
ahle last year, w^hen they aewnntesJ for 7S.7 pT cent of the indusiry s 
production, comj>an*d to 75.3 p»r <?ent in TFIS. It crmld lx* that the big 
four are gradual!v legaiiiing tin' 52.2 p,T C4.*nt f»f the market they lielci 
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bkck in bcinri* inilltarv orclm ami poirt*war scarc% of 

tnickjft frif civilians Sjave tbr sntalk^r companies a opportunity. 

But at least some of llw* snialicr truck manufacturers refuse* to fwrl de- 
prrsw d. Tlicy VC j^ot ambitious plans of tlic ir own. \ sjvikesmaii for 
VMiitr Motor (^ompanv. lor instatKC, w'hich bits aeldcd a new' lighter 
trnrk to its line, looks forward to an increase in salt's volume. Autocar 
savs Sides of its In^avy iikwIcK ’"have iHfCii imprfiving at a slow but steady 
rate” after w^cakriess in UM9. 

'Ilw forecast of a dinnioshing nuirkct for all trucks in is liiiscti cm 
three uh-us: I’hc expiirt m-irket will ciintratt U'cauvr fon-igners haven’t 
c;Oi*<|nered their dollar difficnltics. fhe dvfrrr('<l df»o»e<tic detnaod td war 
ycNirs Iws now Iweii satisfied, laiwei agrkuitiiral iiu »irne iia ans U ss liuv- 
log by farmers, who novv own altfiost U) piT ctMif of all truck.s in the 
United States. 

StatistM'S can lie nst*<l ii« more cheerful fashion, of lourse Theic are 
still idamt 2,.^fff.(X)0 tiucks Iff vears oi more m 4ii;e, anti these slaajhf fie 
replaeed, auto makers figure That .donf‘ wnuhl take a nmjile of years at 
lust year s rate of prodiu tioo. 

Brightest s|Hit in the pieture is the in<Tra,sing use of tneks Ik'gisfra- 
tions jutfi|M’d from bSTo tKXi m UMI to T/otUXKi at the <mu1 of 1010. ae- 
cording to the Automofiili' Maimfai turers A.smk latjon. and om isnnpanv 
offtc^iai argues tfiat tin* average troel is piling up niiire nnleagi iiowadas s 
so w ill ha\4‘ a shorter I dr. 

Well, how' lias tnnk pnKluction atfualU been innning thus far in 1^150? 
It started ouf vsdh a rush that belied the esperts’ fears. Chevrolet. Ford 
and rhxlgr all reportr>i[ the best jannary s;iles in tfieu iiistories and 
truck prodnetion In all U.S. factories from |anuarv 1 tbrt>Mgli kebiuarv 4, 
row to I JO.fXXt, an iialease of l.lKMi frinn the' similar periiNi of UMIt Hv 
February IS. howes er, the trdal for the vt ai to date had mounted fudv 
to irdij/lfi; if was lagging nearlv KUHK) In hliKt last sear s |»act‘. But thi^ 
was apjuirently more the result of tlie strike at l)i«igr plants and a sus- 
|.H*nsiun of assemblies at \\ illys than cvulenee of aiiv general wtsikening 
til dcrmind. 

In Kebniary last year drMlers all rn<T the ixiuntry were reivnlr^l cut¬ 
ting prices on ineiliiun and light-he;iv\ trauTs Iwt^ause thr»se si/a*^ W'crr 
accurmdatiiig unsold. Word mwv is there is mmh less price eutting. 
I holder inventories ar<* U tter balanced, m |wrt btH auM’ in 1949 marui- 
facturers shifted about 7(1 }H'r cent <'f production to light dirts rnrxIeU, 
ct>iM[Hirerl \%*ith only 55 per ernt in 194S, and a pre-war average of alxjut 
5(1 |H*r cent. 

The majirr companies fell short of rivapturing tlndr pre-^war sliare of 
tlH» market last yt»ar nuinty liecauM' of the larger-tlun-prewTar share held 
by the top three of the smaller pri>dueers. TIk's*' are Ci\tC Truck fSc Uoach 
Ihstsion \ second entry of (kMicral Mr»tors t'orpnution, the first being 
Chevrolet!, Studeltaker and Wdlys-fXerliiiHr ii\K' was the imUistn^s 
fiftli nmking tnick maker IxTore tlie war. but the* other two wm far 
down Um‘ list, loist year the thn'e did 17.4 per et'nt of the natkw’s truck 
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producing baviricsrs. In 1939, they accounted for only 7.8 pef cent. While 
the small producers, as a group, were slipping in percnilage of total out¬ 
put from 1948 to 1949, GViC and Studebaker actually showed an inciease. 

Studebaker's ability to hang on in the de\ eloping buv<*i s market of the 
last year or so luis («ie of the big p<isl-war soq^riw^s in the truck 
indiLvtry. Another was the une\jiec‘tcHlly large munln^r of h?<»ps sold by 
V\‘illys up to tlte* mi<ldle of last your. Tlw^rif x c^nclrs an* classified by the 
Government as trucks and were res|Hnisibi<‘ for bringing VV'illvs into fifth 
plate among truck pr<Kluct*rs in 1948. J94T. and 19IS. laist year. Iiowexttr, 
U'illys fell to seventli plat'<\ with its ctutpul ol Jeeps and light trucks less 
than half the ISMS figure. But it was still far alidad of prr war. 

Most of the other sinall jmKhitrrs— firms liki^ Mack, Dmrnoiid T., 
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White, He<»- I 't^leral. Divco, Autcx-ar aiul Br<»tkway—were tdso sipieczcd 
into a smaller share ot the fiation’s truck output last vear. 'Iliis y«*ar th<^ 
toinjx'titioii of the lug Cfunpanies proimsf s to be even tougher, lint in- 
dustiy men sav tiie three rnidtlle braiket inakerv—CiVU.'. Slinlrbaker and 
Willys—may feel the pressure most. 'Fhe small makers have all Iwien 
getting ready for the sales fight. CMC .stepjK*!! up the hf^rw^ixitwi*! of its 
light and riK'dium duty tnick imgines in I>r't'e»nU*r. rnadc^ a nunil>er of 
cab and chasis improveimmt and addrni se\eral new rncKlels, 

Kc'o is ctnmting on its new “Gold Comet" engine and an expar>dc?d 
HKKlel line to it in the running. It is al>out to Ix-gin shiptramts on a 
$31 million militant order obtained last sumim?r. 

Federal Motor True* Company is planning to introduce new models 
this year and its application for a $1 niiUion loan to cover tooting expense 
has been appros^ed by the Reconstruction Finaruse Corporation, 
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Mack Truck will ^pend three tiroes as much as last year to push sales 
of its heavy-duty IrutVs. It plans to step up advertising in tradt* publica^ 
tjom, pjpular niaga/iiies and direct mail Tlu‘ ctmipany is also oHering 
friH? cfwjrses for im^chanics in diesel truck and bus maintenance. In the 
New \ork C !ity area the classes were so po|>ular Mack had to liire the 
huge Maidiattan CCenter to luuidle applicants. 

The table on page 455 conipaTcs PM9 output by the various truck 
miikt^s with liMH and pre-war figures. It also im iudes each com¬ 
pany's p<T(’t!ntag<? of total [)r<Mluction. ilu* figures arc supplied hy Wan! s 
Autr)motive llefKirts, 

<,>t’t.STIOSS 

1. How would you explain the fact tiuit. wdiile the drmaml for the tnick 
industry apparently is exp<*cted to he hwer in )95<) than in al¬ 
most ail the truck prtxluct^rs arc planning a higher oiitjint in 1950? 
Would this not indteate that there may lu? excess capacity in tlur in¬ 
dustry ladore the end of UJ5f)'r* 

2. Wlmt is th<‘ nature of demand for trucks? Di>es tlu^ fac t that they are 
durahle goods play any part in forecasting prtKluetioii ior the coming 
ycfttf? 

3. Would yon, as one of llie smaller pmdiK'crs Usletl in the table, have 
any reastms for increasing output in the face uf declining tiemaiid for 
tlu’ indnstT)'? What additional data or facis would you desire in making 
such a decision? 

4. Are there any indications that the truck indiistrv' may bt» alHicted w'ith 
overinvestment? Would vou. as a truck prtuiueer. «ntt*r upon a pro- 
grurn of exparisiun uf capacity at this time? 

5. Wliat are some of the factors aflet ting the d<Mnand for trucks? 

Case VI-5 ACME WllSTEHS SfAClIJSEHY COMIWSY 

Mr, Paul Bigelow, pie.sitlent of the Aeme-W'eslern Machinery 
Coinpimy, in reviewing thf‘ conipaiiy’s operations for 1949, noted 
tlud there wus u decline in the prtKliiction of heavy t(K)ls and 
merit. The ctmiptuiy niainifaetured heavy nnicbinery for the c‘on- 
struction industry. Its chief prtKlucts were truck.s. bulldozers. |x>wer 
shovtds, and loading uiachinery. hi addition, it produced heavy con- 
crete-mixiiig machinery and builders* concnde-handlmg etjuipment. 
None of the trucks was of less than eight-ton capacity and were 
usually built to order. While the bulldozers and powder shovels were 
more standardized, they w’ere of a very heavy ty|)e and w^ere manu- 
faetiired l>v only two other fimis in the United Sta(t^s. Afjout 65 p«*r 
cent of the coinpuny 's business consi.sted of building ei|uipinent to 
specifications. The t'ijun|>iuiy maintaincxl a staff of engineers who 
either vi.sitf*<l jobs where such equipment was need<Hl or assi.sted 
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contractors in drawing up equipment specifications for their par¬ 
ticular t\p<* of work. 

The ct^mpany was organizetl in 1925. for the purposi’* of building 
road-maintenance machinery . In that vear Mr. Bigelow produt'C'd a 
machine designed for the upkf‘ep of dirt and gravel n)ads. By 19)0, 
the cxmipany built some road-eonstniction inachinerv and ditch¬ 
digging e<|uipment. It was jioi until the secornl W orld V\'ar that the 
company Itegan to build large. heavy-dut\ (Y|iiipiuent oti a large 
scale. To nu^t't tlu‘ increase in deinand for its equipnu*nt, the com¬ 
pany had about doubled its t apacity as of 1940. llie ctnnpanv op¬ 
erated its own fouiulry and tnachine shops. Motors for the trucks 
and other power c*qu!pmriit were piircha.st d from other firms and 
usually w<‘rc standardized The motfjr inannfa< turc*rs and the Acrne- 
W’estern .MacliiruTV ('oinpans oftiui engaged in joint researcli lor 
the pur])os<’ of d(‘sigiiing more )>o\verfnl engines as larger and heav¬ 
ier equipment was demanded. 

The price j)oli(’V (»f llie company had always been on<* of cost of 
labor and matiTials plus a pr*rccntage for oserhead and profit, llte 
accounting department had dcvclojwd a svstein of standard cuists 
which wert* (rt'quently checked and revised in an attc‘inpt to keep 
in hn#' w ith actual costs. The ccnnpauy had shown an annual profit 
from its organization through 19)0. when tlu‘ impact of llie de- 
pres.siou caused a sharp curtailment of o|X'ratif»us IViur to 19)0, 
production had bc^m at an average of 9) per cent of c ajuicity During 
the earlv thirties, ojx’rations dropped as low 5 jkt cent of c*apacitv. 
and as a n^snlt the tumpanv suffer<*d defic its from 1931 to 1935, in¬ 
clusive, Practically all the operations during that limc^ consisted of 
the prfKluction of parts, with cK.rasional orders for a new pii*ce of 
equipment. The company entered the deprf^ssion with a sizable 
inventors' of parts, so that little prcMiuction of these was undertaken 
early in that period. In an (’ffort to keep costs at a ininirruirn. the coiri- 
panv purchased parts and sublet jobs to other firms if lire price* 
quoted was lower than the c'oinpany w^as able to meet in its own 
plant. In 1936 the company showc-d a small profit, but a h<*avy loss 
was incurred in 1937. with the sharp rec<*ssion of that vc^ar. Subse¬ 
quent to tliat year the company had sliown an annual profit. 

The main prcxiucts of the company wTre relatively expuisis'e and 
of high durability. A ten-ton earth-mover truck, for example, sold 
in 1949 for aliout $:)0,009-$40.(MI0, depnding upon .specifications. 
A concrete mixing and loading plant, which c^ntld U" assembled ai»d 
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dkas^^mhlecl for movement from job to job, with a capjicity of 425 
yard^ii fier eight hours, sold for alkout 860,000-875,000, uccKirding to 
sp^dficatiuns. The first ten-Uin truck built by the finn in I93-J was 
still in ofx-ration, as was the first gravel loader, built in 1927. Some 
of this e(]tii|>uient hud la^en mcHleniized by rebuilding. There was 
also the probh^rn of used erjuipintrnt, <^s|H*cially in |X'ri<.xls of low 
<‘onslrtiction activity. 

In Kcl)nj;iry, 1950, Mi\ Bigelow^ attended the convention of the 
Assmiuted (ieiu^ral (iontraclors of .America, Inc., at Sun Francisco, 
f'aUfomia. The attitiuh* which prevailed at tlie convention and 
whk?h was shared by Mr. Bigelow, is descTilM‘d in llie following col¬ 
umn whiidi appeaired in the Wall Sirrrt Jounial of March 2, 1950; 

Thi.s country in 1950 will probably s<*e the biggest vulurne of building 
in its hi.st(»rv—but. brother will the competition be fierie! 

That s tin* chorus toniiiu: bom l .5<S) buildirtg i‘f>ntia< tors incefiiig 
hcrf‘ this week for the* annual <.i»n vent ion of the Associated Ceneral Con- 
traelors <»f .Vrneriea, Inc. Thev're the in<*n who lay the nation s rf)ads, build 
the darns and faetcnies, the .sky<era|XTs and apartment houses. You’d 
think they (I be singing a hymn of rejoicing. They are wailing the bluets. 

Ilie rea.son i.s simpler Tchi many builders. A gcKul index to thcar inush- 
nmmiug growth is the mcmbc'rship rc»st«T ot the Assenriated (k'ueral (j>n- 
tnictors. In 1919. rnembe^rs numbered 2.'KMV Bv January. 1945. the rt»ll 
called bad expanded to 5,101. and lour years later, on January I, lfM9, 
there' W’cn* 5.(XI^) Anothc'r 5(12 firms joined last vc’ur, the total now i.s 
5,5JI, 'rhis figure' take.s in uhnosi all tlie big building firms, ami the trade 
ajisociation says its iiieiniHTs do Sft |M‘i cent of all I'.S. contract c-onstruc- 
Hoii. But there are fliou.sands of olhcT small contractors, and their ranks 
have .swelled, too. 'Ihc A.C^ A. estimates there are more tlwn 52,(KI0 
contract hiiilders in the' country tcnlav 

But building volume- hasn t iuereased recc'utlv at that pacev This year, 
estimate statistical c’xperts of tfie .A.ssociated (.'eneral ('ontractors. total 
l^.S. C'onstruc tiou will hit bdlion-$20 billion in nc'W' building and 
almut 810 billion m mainlenaiici' and repur w*ork. That S20 billion gues.s 
— should it irnuH’ to pass—would Ih' a slight $700 million more* than the 
BM9 rei'ord of SlO.rtOO million of new building. At the* wartime [)eak, 
where' there were oniv a little* more than lialf as many contractors as 
now. new' cmistruction lotaletl $1S billion. 

That disi?repJUK'V' means i'cmtractors are at each othi^r’s throats on 
ftbno.st ev«*Ty job that ixinn's on the market. Nt'urly all non-rt‘.sidential 
btiihling is awardin! on a bid basis. Hesidt: they’se fmd to trim profit 
margins, often to loss levels, to beat vHit the otluT fellow*. ITiat Ireiwl, 
which b#*gau hist Vf'nr, k certain to grow in 1950, say builders from coast 
to COil.St. 

Ill San Diego, for irustaixe, w*herr a 10 per cent increase in constnio 
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tion IS expected this year as many as ilO bidders for medium ^simi high¬ 
way jobs are reported. “Up to last year the average public project wmAd 
draw 6ve to eight bidders ” sa\'s John A. Volpt\ of the Voljx* Constnic- 
lion Co. of Maiden, Mass. ‘“We recently bid against 19 others for a high 
scluM)l job.*’ 

ill S|>okane. Washington. bJ to 15 liidders are reported as **a\eriige** 
these days and a lot id cnmlraets attract as many as 25 to :M). In law 
Angeles, where 1950 eoiistructioii i.s expected f<» set a new pt>ak, com- 
[w^tition has reached a frantic stage, John Mat U'od presiifent of the 
Mam» Corp«;»ration there. re|H)rts, ”One prtijeet in the million dollar 
t lass fC‘<‘i*ntiy had :V5 hidilers.'* 

New' York's F. II. NU<'*raw At ('.oinpaiiy--~.not a inemlii^r of tht‘ Asmv 
etati^l C^i’ncral Cnntractors—agrees then- are "tiw) tiianv ciintractors 
bklding fi>r tach job'* Kelales an nffinal. ‘\VV submitti^ii a bid for art 
UHlnstriat plant, bx'lii s ing we were one i^f thn'-e bidders. WV later dis- 
c^H'ereii there were 3f) liiils submitted. If had known there were 
•uioiiig to )k' that many, we wouldn't hasc- lM>tl»T<*<l.'' 

Ckivle Armstrong, t/l Annstntuig At AnnslTtiug loi alid in boswelk 
New Mexico; “i bid on a tlafii |oh in 1‘e.\as alHiut two wet'ks ago, 'Fhere 
Vi ere mon* than 2d bnidfTs. Our bul was about million. I figured we’d 
get beat by tfi $IOOjKlO AetuaJly tiu' low bid was around $2 

million and tht^ average was aroniHi S2.7(K).tMK),'’ 

Bidding for conlravts (vin lx- expensivt'. One rompaio estimates the 
cost of preparing a bnl for constnicting a ^2 milhon iiidiistnal plant 
might nm from $2,(KK> to $K5.(KKk-- w ith all the odds against its actcptance. 
\ii ex<‘cutive fells of another firm that submitted bids nn H5 jobs before 
it was iiward«;‘d one. In KentiK ky, a month ago, the low l>id on u pi<^t*e of 
highw'ax constniction was SS:3fi,OS7- Ik'forr the bidding, state road engi¬ 
neers had estimates! it would t'ost $1,(U2,S87 to do tlx* job. 

Anotlicr problem that general contrartirrs have to (fintefui wdth is tlic 
growing practice of contract splitting. An industiird firm, for instancr*. 
planning to put up a new plant, asks for om set of bids for e.xciivation 
wairk, another hatch ftjr plmnbing and beating, and still a third for 
iiKstallatiiin of miichinery, (amtract.s ar<* awarded la^parately for each 
fvpt? {)f work to th** low bidiler in tliat fiehl. 

How do builders fe<d alxmt this trend? A INirlland. Oregon contractor. 
l>onald VV, Hall of E. (,. Hall Af Oanpany, sums up tlw jimxhI; ‘AWre 
doing more work, but on much stnaller margins than ev<*r Iwdore. Our 
<;apital investment is a great deal larger than ever and, frankly, many 
of us are Ix'ginniiig to worry alxnit tlic* future." But there's also a bright 
side to thks picture. *'A! !t*a.st the cuAtmucT shouhl hv happy—he's getting 
more for his money tlian he has in years,” remarks a midsvestern <x>n- 
tractor. 

Tlie bidding battle has alri'ady resulted in building "prices” <^hpping 
an axerage of 10 per cent from flic peak reach<f<l late in 194S. Costs <if 
some kinds of wTirk liase come down more than others; some fotxs are 
still declining, others have more or less stabilized. The contractors' asjio- 
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ciation bus just <!<wnpletod a poll of its mc*r»fH»rs on cost trends. This 
survey, covering siB |>arts of tlwr nation, shows tfie irost of building new 
(actfines, stcires and big apartrii<.^fit holJM^s now averages vS.5 per cent 
tmdt^ the high. ('.ontractors think tiiat figure will stay steady 

tlirmtgh J950. Heavier construction—datns, briiige, railroads and large 
public works projwts—now exist 10 |x»r cent less and builders ItKik for 
some ''stability* in that division. But the *|)ri(e'’ of highly coinpi^titive 
highw'ay work is still sliding, w’ith the average decline ni.^arly l‘li per cent. 

(>f this year's looki^ddor $20 billion in new building, about $2 billion 
is expecteil tt» go into road jirojects l HM9 road work cost $1,700 million ) , 
some $fi,5(K) tnillion for one fiitnily tyixi^ hoicses {$500 million more th«iM 
last year), aiiotiier $0,.5<i0 million (aiHmt tin* same amonut as in HM9) 
for Iwavy constmetion. sucli us big piibiu; works, piptdincs, railroads, 
dams and the like, and the remaining $5 billion for fuctori<*s. .stores, 
apartment houses and smaller public works. su< h as school or hospitals, 
ks exjXTted to Iw some $'i00 rntllion fn-low lust year. 

Tne contractors forese e a shift this year toward less private constrne- 
tioii. Based on their survey, they pnxlict a decline in indtistrial building, 
such as new factories, will nmre than offset an t*sptvted increase in new' 
ftousing. They estitriafe $15,500 million of the sear's anlir ipated S20 
billion in new work will be for private eonslruction uiul the other $0,50t) 
million for public* wsirks. l..ast year the ration was $14 billifui, private 
and $5,51K) iniltion public. 

Kxcx'pt in th<' housing field, bnilding men Iwlieve construction \olurne 
W'ill hold at u high h^vel for scweral years. But how’ long can the prescait 
tnten.se competition continne without uiuh*rnuning the- industry!^ ThcTe ll 
Iv a naturui readjustment, some prtiphc^sv, during this vear, “It looks," 
jiiiys an east eoast contractor, “like tlie start of the battle to we<*d out 
the weak ones." Some sseak ones, it would appear, are already dropping 
by the wayside 1 >mi Bra<lstre<'t esumted fi5 building ctmlractor laiinres 
during Jaiinarv. up from 55 in the similar month la.st year. 1’he mimlter 
laying aside hammi is and hods during all of was S;kS—91 p*r cent 
over the llkIS c'asualty list. I’his mortal its- increase* was meue .striking 
than (or industry as a whole whii li last year ran Tfi.l per c ent over the 
BMS figun^ 

Miinv buiiders trace the roots of their troubles back to wartime TWn. 
many building (^rgani/ations grew to huge si/e to nu^et the demand for 
swift-paced C'onsliiK^tion of airports, arms camps and other deiense- needs. 
Now immv of these* Finns are rciuc tant to shrink in si/e or to rediicv their 
key personnel. Consecjnently. they have tcni much plant, men and ecpiip- 
rnenl for the work available*. They have to keep bidding to kevp their 
machinery bu,sy. ’“T’hc* vshole airwlritction industry is out of kilter."' 
claims a southwestern contractor. ‘The tcxidenvrs' is to put more eipnp- 
iiwiit on a job and do it faster. I'hat's whiit is eating up the volume .so 
fast. Soum:* outfits take jobs when tfitw know they haven't a chanc'e to 
make a profit. 'Hiey'se got cx|nipment on which tlKW' have to intx’t 
payments so they take tiu* cheap jobs.” Adds Waltcft L, Cousi* of I>etTOit: 
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There are a large number of firms which have entered the field diiHng 
and since thcr war and not yet reached stability. They take anything to 
k(t*ep busy, and, in a lc»t of cases, ha\e oi»!y gotten in det^pei. S<in>e large 
firms tloing the smm* thing ain stawl the losses bf»tter, mtt their lower 
bids force others out.*' 

Some old*tin»ers in the business aT<* trying to **watt out" the situation 
by bidding only on a pnifitahU' basis. Say.s F. \V. Farrott, presiilent of 
F. Lvtit? Coinjjany of Sioux (.-ity, Iowa; "When we bid on a pb we 
do it on a conservative kisis in the hop' tl>at some day bids will Ik* let 
that w.iy again. That means that right now (?nly half tnir plan and top 
personnel is oeeupicil. rht‘ fwerliead is eating into our reserves. We 
wt*iU thnnigh the same kint! of a evt le in the niidtlle Ws/’ One of the 
Wi st (a>ast's biggest building firms has stoppt*<! bidding on highway 
work. “It's too ctMnpc'titivi' for us/' <leclares an oilirial. The people w'bo 
are bidding are losing their shirts." 

Often firms which have decided to submit low bids fimi f*\-emplo\*CH*s 
eomp-ting with them. In New' England, rejsorts an i‘ii.stern builder: 
‘Tbrre are still more csiiitractors corning into the field tlian going out. 
'rhe newcfoners an’ mostly men who worked as esfim.itors. niarntgers* or 
sn|K;nntr‘ndeiits for other contractors, Some are finding the pasttire is 
not as grt‘en as they cNpecte<l/' 

If a contractor wants to stay in the bidding against tlie pressure of 
sliaip competition, he has to do so, say biiildcr.s, against costs that have 
lint dropp’d nearly as fast as the bid in prke.s, "Thi're’s no sign of l.dxir 
1 ‘osts corning dow7i this year," reports Paid Frederick son, of Seattle. .Adrls 
M C. UaiTison, of Pittsburgh. "Wlwn \se see excasafiun wtirk going on 
for as much as 30 [ler l ent below our ct»st estimates iu a territory where 
w ages an* iinioni/ed and holding stable, wr know tin* pim h is tight," 
Other builders .sav a greatcT efficie*iiey on tlic part of workers is helping 
offset only a part of high wage c-osts. Some materials prices havi* cased, 
t<intractr)rs report, hut most building equipment "is not <low'ri a <lime" 
according to one contrach»r svho savs his insestrneiit in rnarbmrrv is 
more than double the pre-war emt, L. M. Denton of Diiroit. concurs: 
That amount vou have to have* in ord«T to keep yourself m a strong 
competitive po.sition means at least 25 to 30 pT cent more machines 
than W'ere necessary' Iwdore the war" ( ' P SlrecHt of McDevitt dt Street 
f'.ompanw located in (diarlotte. North (’arolina, comments: Tlien* 
liiiven't iH-im sufficient dt?creases in labor or material costs to justify the 
price di»c'reases siiicr* October, PMS- Snnw* of the hitter ch*f3ine has crime 
alrtuit through increasitl efficiency of labor and Irwcrr sub-cmitrart prices, 
hut lower general contract pricr.*s have nutinly stemmed from os'er- 
eagerness." 

In some parts of the country’, contractors art: also worrying over a 
downtrend in private industrial anri commercial constniction, offset 
only by a corresponding uptrrmd in public works. Says and East Oiast 
builder: “Only work involving public fiiiuKs lia.s kept the marki.rt up at 
all in our area lately. So far the .situation is not alarming. Private p>st- 
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war cxmsfnictiirm lias inrm» or caught up and institutional and public 
biiiJdiffg tbaf n h<‘lcl bat k is now goitig alicad. At the rwimcnt tbt' propor¬ 
tion iji ilistorl(*d in favor of public builditig. But if this trend continues 
it will worry us.” A Ixing Ikracli. (^alifoniia, builder adds; “If mufiici}>al 
<?ru>%trut ti<m were to stop, flu* construction industry would 1«‘ in a very 
serious c<iiHlition. This pro.sjK^ t is ominous." 

l'[X)n bis return from the t^inveiition Mr, Bigelow cidled a meet¬ 
ing of bis fmard of diieetors and outlined tin* situation to them. Two 
of the rlirectors projwised that the conipriin immediatt'ly make a 
gene^ral r<*clu( tion in prices, so that voluint* of output might he main¬ 
tained. Mr, Bigelow poiiite^d out that (o do ibis would mf*an a re- 
diH'tjon in the profit margin, since then* was no indication of u 
dec'rease in the compunv s lalwir costs and there was cousidiTuldc 
rumor that tlu're would Inr an increase in the price of steel. Mr. 
Bigelow* had advisc^d the dirc^ctors id an earlier met‘ting tlial a de¬ 
cline ill output w'us to Im" expected in 1950. hut since atttaiding the 
convention la* was more p^ssi^listic as to rcMc hing tlie levid earli«*r 
piojiosed. Tins meant that unit costs would m^.‘cssarily rise some¬ 
what. this, the same two directors favored an immediate price 
reduction to increase the \olnine of salt s. 

Qi rsiiovH 

1. Do VfHi agree with (he two elireetors who propost-t! a y^ritc rt'dutiion? 

2. What i.s the nature of (h inand tor heavv i‘i|itipinent in the building 
intlnsfiv** 

5. In their any intoinnituai in the newsp.iprr account which would 
induatt' that ihr* niarkt't ftir heavy huikhrs' eciiiipiiant is about 
satnr.Uedr' Is thcTr anvthing in tin* actounl to itKiitalr that the “ac- 
celeiatitin principle*' operated in this iiulustry during and following 
the war yt'ars.*' NVhat »dfrc( would tfiis have iij)oi» the outlot?k for tlw* 
Acme-Western Machinery C.<»mp*4nv? 

4. Mtwv ih>«*N the expeiteil deilinr in the nurnlwr of builders affect the 
.\euu' \Ve.stf‘rn Nlaelunery (.oinpviny? Would the sitnatiivn Ix^ any 
different if. instead of tvve* ixinip^titors, the .Acnie-W'irstern com[Ki«v* 
fmd a dozen or two eomp’tilorv? 

5. What r«ts>mmendatioiis would y ou make a.s president of the comjiany? 

Caw Vl-S: KELSO HEATISC A\7> SHEET METAL COMPAXW ISC. 

In the spring of 1941 the kelso Heating and Shtxd Metal Com* 
|>anv was experiencing difficulty in obtaining an adecpiatc* supply 
of oil- and gas-lninung funiacx^ and boilers. ITie com[>aiiy had lx?en 
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operating at capacity for ahovit tvi o years, primarily engaged in the 
installation of heating sv^tems in new homes. There had also heen 
a marked trtfiid toward the suhstitntion of gas-jfired Kmiac?es in 
place of coal, and tlie ctmipaiiy was also actiM* in this line. In addi* 
tion, the company had dt'veloped a reputation in its region as expert 
installers of sljeet^metal work of all kinds. 

The aimpany w*as established in 19:32. as a fiinuice repair busi¬ 
ness, b) four brothers \vh(*se father had long biH»ii engaged in the 
sheet-inetal business. In spile <»( dt'pressed «*ci»iionnc conditions, the 
linn had prosp<?red and grown. It obtained business, tc» a eonsider- 
aide extent, on a price basis. On slnvtonetal work tlu* firm underbid 
most of tlu* other c^fimpanies iu the an*a. but its work was of only 
the l>est (jtialitv. Tlu* Imitlu^is w<*re willing to sacTifice profit for the 
sake of obtaining business cltiring the i-ailv vears ol the firm. Hie 
luisiness was built upon tlu* tht'orv that tlie customer must alw^^ys 
be satisfied InUh as in (jualitx of work aiul to price charged. 

b\ I9TS tile i'oinpanv owned a iii'W building, in \c)nch o|>4*ration.s 
were housed. The building wa.s free of (‘ucUTubranct* and had 
S 14.(KK), The conipanv also had a stfuk of .shet't metal and fnrnat't*s 
worth aixmt S^o.lXK). which was paid for. It was the practice of the 
firm to pav cash ujion the receipt aiul iiispf*t1i(»n of all inaterials, 
All (our brotluTs worktxl on estimates, jUTfonned tlu* actual work 
w ith tlu* help of IalK)rers, and. when time jUTinittcfl. mamifactunul 
stove pipe and ellxnvs in tlu'ir tmn shop, 'I !u' |)i|K* aiul ellunv inanii- 
fat'turing op rations were the oiiK <»nes of the kind within a riuliiis 
of two hundred rnilc-s lioth pijH* and elbows weie sohl through joli- 
fwTs ill se\<*ial slates. 4 he balance of tlu (“ompany s op'rations were 
primarilv l(H;;d. 

louring the calender v'car 1949. the <*oitipan\ installed complete 
heating systems in 527 of approxmuit<*Iy l.KH) iu*\v' lunnes built in the 
area. In addition, it in.stalhx.] A81 gas furnaces in plai'c of coal fur¬ 
naces, This was done w ith a crew of 21 nu*n in addition to the owners 
of the business. Sonu* of the electrical work and sleamfitting opTa- 
tions were prrforroed on .suixoritrarts to other firms. 'Hie crmipany 
handled a nationally known oil furnace ami IxmUt and two ef|ually 
well-fciumm gas furnaces and lioilers. It abf> handlc<l c-rmversion 
units of both kinds. Shipmtmls wTre rmrived bv rail direct from the 
factories in carload lots. The coinpariy had adi^juate space? in its 
building and carried inventories so thiit it could keep itself am- 
tinuously (Kxaipied, Toward the end of 1940, howex^er, as defense 
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operations !>egan to get under way throughoiit the nation, the ship 
im*nts }M!*came less regular. Occasionally, thcf intcr\ als ht^twecrn .vliip- 
rnaits were so long that lack of supplies caused the c^impany to 
have idle time and resiilu^d in upset schedules. This was causing 
some dissatisfaction with kx^al contractors with whom the company 
did u great ch*ai of l>usiiie.ss. 

hi a near by ctl) was liR’ated a company, the A|m*x Furnaci* Man¬ 
ufacturing C'orn|>im>', which had Ih’CIi engaged in the inanufactiirf* 
of coal furnaces for a mirnbcr of years. It had three ino(h‘l,s wdiich 
WT*re prfK.luced in ditfeient .sizes, and all were designed for the use 
of coal only, Tlie cRirnpany had enjoyed an ex<R‘llenl reputation as a 
pr<Kiuc('r of quality furnaces during the twenties, but sincc‘ that 
tilin' its business liad continually declined. The best-known fiirnae*’ 
of its line was known as the ^'lieatgcneratnr’’ and was made in lioth 
a comnicrcial and a n*sidcntial rnodt'l It workc'd on tlie hot-air 
principle and was lianddired but easily adaptable* to stokc'r firing. It 
wa.s dcsigin*d alKMit 1917 and patentcRl a few years later. It was 
a ratbirr large [lieCR* of equipment and was asstmibh'd from over 175 
parts, but had lM*en rated higli by the Anthracite ('oal InsHtnte for 
cflit'icncy. It had not be<‘ii rc'de.sigried sine<* the original patent, and 
one reason for it.s decline in use was the* expense* of maintenaiKV. 
BcR'an.se of .so many parts. dc'alcTs w'cre r«*cjiiired to cmitv a con¬ 
siderable inventory ami it reejuired a lraiiK*d mechanic to take* 
such a furnace apart for repairs and assemble it again, lliis rosiiltcHl 
in high lalwir c'osts. Its original cost was somewhat higlmr than 
furnaces of similar lusting c'apacitv. but its fuel c*onsuinption was 
less. Apparffitly the high cost of maintcmanec'. together with other 
factors, caused the* downw ard trend in sah*s of this imKlt*!. 

A set'ond nimlrl prcKlut'cd bv the A[>cx company w as exclusively 
for residential use. It was aKo dcsignc*d earlv in tin* 192(ys and had 
not !R‘eii fncKlifnxI since*. It was c’onsidiTably loxser in price than 
tin* ‘*Heatgenerator'* of similar size and was kiuwii as the “.Airtnbc/ 
It was much more simply constructed than the “lleatgencrator/* in 
that it was t'onipiscxl of sc*vcn castings and a shcet-im*tal cabinet 
which sat on top of the c'aslings. This cal>im*t was filled with a 
iiumln'r of tulK*s timnigh w hich the exhaust from the firebox passwl, 
iuul the heat was traiisinitletl to an air chainlK*r and then into ducts. 
The outside of the funuicv was iRivcrc'd with a round shtR*t-inctal 
jacket which p'nnittcd the entrance of t.x>ld air at the iKittom and 
upward into the air chamlKM’ for reheating. It was designed as a 
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gravity system and usually installed as such. Tliis inndel was the 
largest-selling item in the Apex line and was CH>my>«‘titi\^dy pricx'd. 

The third model in the Apt^x line wits a simple cast-inni furnact? 
similar to the “Airtulii**’ except for the air chamlH»r afwne the firelx)X- 
it w^as the cheap(\st and least efficient furnace made l>y tlic ixjinpany 
and was pricxxl to conijM'te with similar (ijrn;Kx\s in thi* iiuirket. l-ikc^ 
the other tw'o iiKxh'ls, it also stiff ertxl from lack of improveiiu'nt in 
apjjearancc and efficiency. 

Ihiring the 192() s the Ape.x t.^ompany owned its fniindiy ami ma¬ 
chine shop and confined itself exclnsiveh to the maunfacitne and 
sale of furnaces, it operated primarilx in the \cw' Lnc.!and and Mid¬ 
dle Allan*if stal«\s, altluiiii:;!i it made some sales in the (ireat Lakes 
art\i. It maiiilained I>raiiches in se\cntt*en of the larger cities in that 
aiea at the peak ol its opeiations. J* sold throngli jolihers and re¬ 
tailers. Hranch office's carried a large inventtirv ol Inith furnaces and 
re pair parts in order to maintain prompt and efficient sfTvicx\ al- 
thtatgh tin' eompain peiforined no service operations itself. The 
two hieher“pricn‘d incKlelv in its lim* wf*rt^ wa ll known in the healing 
hiisiness in the territorv served and enjuvi’d an e\e<dlt‘nt reputation. 

During ttir* depression c»f the thirtii’s. the Apex toiupauv lost its 
foundrv tlirough default of bonds and soUl its inac liine shop to avoid 
foreclosure* hv cTcditors. I he* companv managed to letaiu ownership 
of its patents and rinuh of its inventixv and the* patterns from which 
the castings were made. It rediicixl its o[X*ratioris to the maintenancx^ 
of only two branch offic'cs and liad its (astings made at a foundrv' 
in a near-bv citv on a c(»ntraet basis. Thi* jjiachiniiig of parts w*a.s 
provided in a similar inaniier. Flu* t^ompany also engaged in direct 
selling and eoncentrated its attiaition more n|)on replacement busi¬ 
ness and the sale of |)arls than on an attt‘m[>t to obtain new bnsines.s. 
In the citv in which the compiuiy had its home offic'e it cvem went 
into the business of in.stallation of new' ami rf'plac*#*rnetit busine.ss. 
At no time during the thirties did the company attempt to adapt 
its furnaces to either ga.s or oil. The president of the company was 
an elderly |X?rson wlm had difficulty gHting along with pc^ople. As a 
result, relations with johlxTs and retailers tendixl to deteriorate*. 

The KcTso Heating and Sheet Metal (lornpaiiy hud instalhxl some 
of the fiiniaces of the Ajx^x company in the past and was aware of 
tlie decline of the A|wx cxrmpany. The Kelso company leanied 
through its attorney that the Apex company might possibly lie 
purchased if the purchasc'r would assume the liabilities of the com- 
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pany. Inv^estigation roveaktl that the company was practically on 
the verge of Iratikmptcy. Exhibit 1 shows a condcased balance sheet 
of the Apex txMTipaiiy as of December 31,1940. 


KxUM 1 
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* «:» mv 41 HI 

AiiriAl i«x«n him! inn'iMitw t*xiM *r^ {**»! -u. 

1 t'b** inMirwHi *Ot] 


IW&Nllifni ti«> tints' 

Amint»<rnu*nts wen* inaclr with thr* Ap'x company for an inspec¬ 
tion of its o|M‘ration.s and the foIUminj' was (Ictcnnined. 

1. The tthief assets of the amipaiiv are its insentory of parts, pat- 
tents (subject to liens l)y the foundry'), its paltMits upon its furnaces, 
and some unassessalile aiuoniit of giaal w ill. 

2. The "Heat^enerator ’ niocltd is unsuitable for tlie pn^sent mar¬ 
ket w'ilhout ctmsiderable li'desi^i, but tiu' ontconu^ of e\en such 
athnnpts is (|nit«* nni'ertain. It is ctunpletely out of date and should 
1h' CHUitinued only to take care ol uid customers who are* unwilling to 
accept a suhstitiite Profit from this hu-kIcI hits ajun* primarily from 
the Siile of jiarts rather than the sal<‘ of tin* funiaot*. (amsiilrrable rc^ 
search expense is necessary on this model. 

.‘k The "Airtiilx**’ model furnishes an excfdlent opportunity for 
adaptation to either gas or oil fuels with a inininiuin of exjKmse. It 
t'truld Ix’ easily adaptc'd to a boiler l>y appropriate iTKKiiiication of 
the t*aslings A slight change in the firelxjx and redesign of the outer 
jacket would give this furuatx* a nuKleni and streamlined appear¬ 
ance, Hie air chamlx*r alxut' the firefnix is easily adapted to t‘ithcr 
forceil wann-air circulation or air conditioning. Tlu‘ redesign of llie 
patterns for casting tin? firelx>x would cost approximately S5,000. 
New (xittenis would lx* re<|uired to convert it to u Iwuler, at a cost 
of approximately SS.StK). The new^ outer jacket could be made in 
the plant of the Kelso ionnpany from shtH"t metal and painted any 
di^sired co)lor l»y spray tHjuipmeiil. Stokers could \)e easily adapted 
to this nnxlel also, at low cost. 
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4. The cheap model in the line could he carnet! in itis pri'isent state 
by the Kelso company to iiu^t whatever demand the ctunpany may 
ha%'e for a standard handdinxl coal furnace. Some streamlining of 
its appearance* and the adaptation of a hira^d-air mechanism would 
jH’fhaps help this model. 

5. The chief prohlein presented is the capacit)' of the Apt'S com* 
jiany, even in its prcM*nt state, in relatioti tt> the demand of the Kelso 
conijiiiny. Currently, rti<‘ Kelso company sells al>out fKK) to 1,000 fur- 
nacx*s pT year. By ctjntiniu'tl use (»f the contracting of fotindn* and 
machinery op'ratimis the Apex cx>inpany has u capacity of alnnit 
T.otK) to 8,5(K) furnaces p*r year. At this Icm I of op-rations tin* Kelso 
c oinpany could enjoy a profit margin of alsoiit to fiO per cent on 
tlic salt* of furnaces, compared to iLs present 25 |)er cviit. The present 
distribution sv-stem of the Apex compaiiv disposes of only 1,500 to 
1,800 furnaces per year To dispose* of eapacitv output of the* Ap^x 
coriipanx^ wtiuld necessitate the luulding of new outlets and a dc^ 
cision as to whether sales should he handled In company salesmen 
nr through ag<*nts and distributors. If the Kelso coTupany acfjuired 
the Ap*x company at tliis time and made* no altc'Uipt to produce 
uiore than its envu needs, the* profit margin per funiafx* w^ould Iw* 
.*h(Mit 8 to 10 per crr*t hut would assure the Kelso company of a 
steady suppb' of furmices. This margin is comjmted on the basis of 
the UKKlificatinns snggeste*<l alnne and the purchase of oil and gas 
burners from outside .sources, sinc'i* neithi^r tlie Ap‘x nor the Kelso 
company is currcmtlv set up t<» pnxhice tluau. In short, the acf|nisi- 
tion of the Ap*x c*ompany would mean moving into a larger and 
w icier inarket for the Kelso c^cjiupany. Tlie Kelso cmnpaiiy luul never 
had experi«*nce in handling a salt's forct?. 

6. In addition to th<' foregoing, tlicrc is the problem of main* 
lt*nancc of demand of llic Kelso companv at the present level A 
large share of the* (^mipanv s present sales is df'penclent iipin the 
coiistniction of new^ houst/s. A tlet lint* in this area w’onld forex? the 
cxMiipany to increase its efforts to si?H more furnaces in a wilder mar¬ 
ket. If the dc*cUne in building wx*re w idespread, this prohlera would 
Inx-ome acute. 

Tlie owners of the Ap*x c-onijiany a.sked 830,000 for the business, 
the purchaser to assume all liabilities. The attorney for the Kelso 
<x)mpany lielieved that an offer of $10,000 would be acx'qited. Work¬ 
ing capita] of approximately 850,OCX) cash would be reejuired im¬ 
mediately to handle an output of 4,0tX) to 5,000 fumac*e.s during the 
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fin»t year of operations by a new owner. Additional personnel would 
\nt ref|um*d to bundle Iwlh production and sales of the Apex com¬ 
pany in the event of purchase* 

The Kfrlso company had approximately $40,(KK) cash on hand, 
plus excellent credit standirtg at all hnal banks. 

Qtrr;sTiON 

I. Would you recoinmend tliat the Kelso unnpaiiy purchase the Ap;x 
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WAGE POLICY OF THE ISDnHDVAL FIRM 


The kormixat«)n of (hi* wam' {K>lic^i'^ of (hr iiulivichial firm is a 
rather c-oinplicated process. Quite obviously, (hr pniblern saries 
acc(»rdi*ig to the size of the firm and its irnj>ortaiKX' in the industry, 
as well as with the industry itself The wasze |X»lieit‘s in th<* .so-called 
‘basic* industries, siitli as steel, transport at i oik metals, etc.* not only 
are complex within themselves but have far-reaching effi'i'ts upon 
the vva^e and price p)lid<*s of other indiiNtries. A small firm d<K"s 
not always ha\e th(’ simjdest problems in matters of waj»e jxdicv, nor 
d(K!S a larne finn always face the most complex of wage problems, 
\I1 firms. how*e\er, are ctuicerm‘d witlt probable future esents as 
well as pre.srnt eonditious, l>oth of w liicli arc important in the deter¬ 
mination of U’aee jxilicy. Tbe forecast id probable future events in¬ 
cludes the exjM Cted bejiavior of trailf* uniims as w'ell as an estimate 
of the movement of other econoiiiic variables. 

1*he discussion vvhicfi follows will not l>e an attempt to cover all 
asp<‘cts of labor relations of th<‘ firni. are concerned b<*re mainly 
with the economic pro|x*rtics of lalxji coiitiacts. lo the busiiu*ssirian 
a wage is a cost, and as sucli it enters into his calculation of plans 
for the future. A change in the vva^f rate is a (hanije in i^ost. 
(dianges in the co^t .structure of the finn in turn, affect, in vari¬ 
ous degrees, prici* jxilicy. pnxhiction plans. Tnark<*ting plans, and 
many other economic relationships. With the grow lli of trade unions 
in recx'nt years, eosls are affected \$\ morc' than wage rate s alone. 
Welfare benefits, iiistullation of safety etjuipment. jxuision plans, 
i hauges in length of the W’orking wirek and day, and similar ni<Kli(i' 
cations affect the costs of the finn. We are interested, primarily, in 
tl»e effects of th«*se changes ujxm costs. lK)th acltJ.'d and jmtiTitial, 
and iijx>n tlie over-all policies of the firm. Some of (he conditions 
and .situations whirl) affect the wage jx)licv of the firm wall l>e dis¬ 
cussed Ih*!i»w', fnit the list is In no lUfMiKS exhaustive While tliese 
sitiKitions provide some broad principles, it cannot In* overcnipba- 
siztxl that they do not provide a formula for wage [Kilicy for all 
finiKs under all conditions. 
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The Going Wage Rate 

Araong miiny husin<?ssfnr*n tWre \s the tendency to pay the “go- 
wa^e rate'* fox tl»e various skills of lalxir demarKled. If such a 
|K)lirv is followed exclusivcl), the w^age polk;)* of the firm is indeed a 
simple one, VVliat this means is that the fimi has little, if an\*, control 
over thf^ level of \vag(f rates, It mav' also be the result of ciislom or 
tradition in the industry to pay the going rate. But this d(M?s not ex¬ 
plain how the going wag€» rate is detennined This rate may Im*. and 
probably is, the rt‘sult of several causes. If the community in which 
the finn is ItK-ated is one not dominated by an\ particular industry 
or u finn siibstantially larger than any of the otheis, the wage rate 
is prolwibly tlie result of <*om[M*titive bidding by the various firms 
for the available supply. This situation is analogous to the c'ondition 
of pure coinjx»tition in the pricing of a standard product where there 
is a large nunilwr of buvt*rs and sellers so that no particular seller or 
biivf^r affects the pric«* dt teririined in tin* inaikct. By “snppb of 
lalxir," in this case, is meant the supply of the various skills. In sueli 
a ('oiiflition an inerease in the dcmiand for a particular skill would, 
other things laung c^qiial, occasion an increase in the wage rate for 
that skill. If the increased demand originated in one particular finn, 
there would Iw* a tendency for all finns to meet the higher offer 
ill order to retain tlieir «*mpUiyees. (lompelitivc* c<mditions in the 
labor market terul t«> determine iht* wage rate. The' going wage rate 
is the result of tlu» aggregate demand of all the finns relatb e to the 
suppiv of labor. 

When* lalK>r is not organiml, the suppb of labor mav* bi* showTi 
graphically as in Exhibit 1. The shape* of this curve dejKuids ujHm 
the conditions of supply. If there are large mimlM'rs of workers will¬ 
ing to .sell their serv ices at a given rate, the curve will tend to be 
flatter than in the case of few workers willing to work at tlie same 
rate, lliat is, the greater the number at the given rate, the more 
elastic the curve; and llu* fewer the number, the less elastic the 
curve. Ihe elastic’itv of this curvt* is not controllt'd entirely by 
the Irx'al lulxir siippl). The Ux'al siippK mav lx- increirseil or de- 
creaml if differentials In'tween the hx'iil wage rate and the rate tif 
other communities are sufficient to induce workers to move from 
one conmutiiity to anoUier. 

Th<* going wage rate may also lyet the result of leadership of a 
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particular firm or in<lustr>' ii> the comnnmity* If tWre k dominattou 
of the demand for labor by a particular buyer of lalK>r «ien icc?s» the 
rate he is willing to pay may set the "pattenr of wage nites in the 
entire community for the .skills tfiis buyer dcMuands. This rate may 
be higher or lower than would exist in a more coni[>etitive markets 
depmding u{>on conditions of .su|)pl\\ Smaller firms must jkiv the 
e4r|uivalc*nt rate in order to obtain workers. 

Exhihil i 


.srppLY crus t: of L-\n(>K in an t nouganizko makkct 



NUMBER OF WORKERS 

Tliere is, however, a jK>ssibilit\ of <k*parting from the goinj^ rate. 
If the supply of lalior is such that the leading firm cannot hire tiw* 
entire supply, the remainder mas l)e forwd to st^ek 4'iTiployment at a 
lower rate. This raistvs the possibilitv of cibtaining lalxir of lower 
quality, particularly if the leading firm has a eonscifnis jiolicy of 
taking only the highest-<juality labor obtainable. If a firm emnpyting 
for labor s<?rs ices w ishes to maintain the quality of its lalmr, it may 
be forced to pay the going rate. A firm, howtwer, which can utilize 
the lower-quality labor may lie able to offer a lower wage and obtain 
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a fuflicient quantity of Ialx>r. This h one of the reasons vshy there 
muv b<? differeiures in waj'e rates ^^ithin the same community, both 
within anti without the same imlustry. 

Where all industries in a given c^)tnmiinity draw upon the same 
lafnir supply, the going rate may In* detennined by the largest users 
of lalxir, and the w'age policies of oth<*r buyei-s of labor will be pal- 
tenied after those of tin* larger firms. Where such a condition of 
leadership exists, other (inns are ('oncenicd not oidv with meeting 
the going rate but with seriously considering whether tlu^y should 
offer more than the going rate. To do the latter niav have unfavor¬ 
able long-run coirse<|uenct‘s. in that the going rale may be affected 
bv .siK'b aeliuii and incur the ill will of other buvers of labor. In a 
situation in which tht*re is a tendency to pay going w’agc rates de- 
tennin<‘d hy linns who t*oni[H‘te directly in the pnxluct market, a 
move* on the part of one of the eonn>eting firms to raise tin* wag<‘ 
rate may bring alwiut retaliation in the fonn of more sev<Te price 
and .Venice comjH titioii in the .sale of prcxlucts. Hiis situation also 
suggests that an increase in wage costs may not always l>e passed 
on to the consumer in tlie form of a price increase. Competitive coie 
clittons may limit such action. 

Wflgf RateSs Prices, and Costs 

Price trt'uds iipparently have considfMable influ(»nce upon wage 
jxdicv. In the iec<»v(My and pros|KTity jxrkxls of the business cscle. 
ri.sing prices usually prevail. Kising prices, in such p(‘Tio<ls, arc fre- 
(juently acnxnpanu'd by a shift of the demand cnrsc* upward and to 
the right, indii ating that c'onsuiners of \ arioiiv goods and senicres are 
willing to pay a higlier price for the same or a larger quantity of 
the prrxluct, Under such coiiflitioris busiite.ssmen are more willing to 
pa\ higher wages if the iKTusitm arises. In mam' cases it is nect'ssarv 
to offer higher wagirs during such pericxls in t)rder to maintain an 
ade<|uat(' supply of lalnir. Union demands for wMge rate increases 
can also be met niort* ea.sily if tlie price movement is iipw'ard, so far 
as a singlt* finn is comvmecl. 

Hut why tlie appartnU mx'essity to raise price's lx*cause of w'age 
uicreases? Or, to ask the question in anotlu'r manner, why does prici' 
policy play such an iriqMXtant role in wage policy? In the long nm, 
w^age incieases are jxissible IwHaiise of increases in lalior pnKluctiv- 
ity> but increases in pnxluctivity oc-cur rallier slowly. It has lx*en esti¬ 
mated, for example, tluit the a\ eragr annual increase in productivity 
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in the United States is about 3 per cent each yt^ar. Wage clematuls, ou 
the other hand, are usually for a nnich gitrater amount. Tlierefore, in 
order to nu^t increased wage costs, the bu.sinossmaii is faci^d nith 
the problem of olfsc'tting them in another area if possible, e.spf‘dally 
if the increase involves him in short-niii losses or a rate of nHnni on 
iincstment so low as not to warrant continiu^ o|Hratioiis, Price 
policy assiimt*s great importance in snoh a case. Pria' [xdicy (Ur- 
jk*ik1s. to a txmsiderable (extent, upon elasticity of demand and shift¬ 
ing of the demand curve. A firm may hdlow a prict^ j>olicV“ hastrl 
ufHm a customarx' or traditional mark up o\it and alx>\e total unit 
cost onlv so long a.s the demand for tlu^ product is highiv iviela.stic or 
tlie curve shifts to the* right snffieieiitlv to prevent u decline in volume 
sold This is In'caiise the detennination of total unit cost is based 
upon sftrne U*\t*I or rangi* of volume of output and an\ serious modifi* 
catioii of this volume may rt'sult in losses on total <jj)erations. In 
iithe] words, price and or income* elasticitx' of demand for the prewh 
net must l>e sucfi that the increase* in price* causes no appreciable 
retduction in sales. Unfortunately, all firms do im) 1 i*njoy siM*h idesd 
conditions f>f ejemand. In some* case's price elasticity of elernand may 
jHTinit the liusinessinan partially to pass on seuni' of the increased 
wage cerst. while in otlier cases prit‘e elasticity may he such that no 
inCT<*ase in price* is jxrssihle without a serious decline in sales. Manv 
firms .sell in a market in which they do rir»t have such cinitrol over 
tlieir prices; lienee tiu* adjustments must take* plact- in otlier areas. 
Either the increased wage costs inu.st be absorlwd out of profits, or 
exists must Ih' rixluctxl in order to maintain or impnive the preifit jHisi- 
tion. 

Since not all costs of businc'ss ojxrations are labor exists, some! 
jxissibilities ma\’ exist for r(*ducing total exists in spite of an inerease 
in wage rates. Such a modification of exists. howx*vrr, is usually not 
a short-run proposition. Future* exists enler intei the wage |H»licv of 
the firm. As a result of higher w^age rates, increaseel mee fianization 
eif prmiiiction—that is. an fncrea.se in productixiri—may provide a 
long-run solution. This w*ilJ probably inseiKx* increaserd output and 
hence intrtxluces the prolileni of expanding the market for the prexl- 
nct. BotJi horizontal and \ ertical integration, i.e, the acrpiisition of 
etimpeting firms and or marketing outlets, have lHr*n used by some 
firms to expand their marki't in order to secure ecxmoinies of pnxluc- 
tion. It is even possible that a price reduction ma\ provide a sufficient 

’ Pricr and inc<nnc <*laslie‘ity are disexuied in Tart 11. pp. Sft-OTi, fiX -TO 
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iftcmase in salea %o as to utilisse the greater capacity which increased 
iDfxhani/ation would bring about But here, again, the competitive 
situation of the firm may restrict complete exploitation of piicc ad¬ 
justments to offset wage increases. 

Ill the rettfssion and depression periods of tlK^ business cycle, 
wage jmlicy Iw'comes especially important. Wage rates, in the ab- 
M'lK'c of union n*sistancx% are one of tfie costs of productitm over 
w'lucli the finn hits greater control. When prict.‘s are declining, one 
of the most elfc^ise ways of reducing costs is a reduction in wii^e 
rates. Again, the low rate of increased productivity relative to the de¬ 
cline in prices is one of the major causes for irnriHihate reduction of 
wage rates. There is a great deal of dispute as to whether productivity 
increases more or less rapidly in iK^riods of depression compared to 
prosfKTity. We do mit intend to argue the jHnnt here but ratlier to 
|Kiiiit out that a failure of productivity to iucr<‘asi^ at a rate projicr- 
tionale to a dev Iiiu^ in prices increases the |>re.ssure to reduce wage 
rates as a method of cost reduction. 

Pri<i' polity also bec<»in<vs im|Hiiiarit in this phase of tlie husines.s 
cycle. Where the demand (iirve of the firm is itielaslic downward, 
there is little reason for reducing prices, and, at first glanc<‘. this may 
ap|Xiir as an argiimfiil against a wage rate rediit tion. In tliis ca.s<*. 
however, it is the shifting of the denuiiiil curse which is important, 
and, if the shift is to tiu- left, a reduction of the wage rale may offer 
the only opportunity of reducing axsts. As the lescl of output de¬ 
clines, fixed unit cost fends to iiuTeasc, and this, together with a 
maintenance of the wage rate, will caust* total unit cost to rise, as¬ 
suming other costs than wMges renuiin tht* same. Hence a reduction 
in the wage rate to oHm?!, wholly or partialK, the rise in fixed unit 
cost differs a possibility of olfselling the rise* in unit exxst with a de¬ 
cline in output. Otlierwi.se, with an inelastic demand curve winch is 
shifting to the left, a pritr iim* may in order, rhis is the thtiiry 
apparently followed by die public utilities in .some instances, such 
us the railroads, wh<» (KX-asitjually petition the Interstate (lommercc 
Cuiniihssion to grant a freight rate incrtiisc to offset rising costs due 
to declining traffic. 

Tln'ro is also the case of the firm vvluxse prmfuct demand cunT is 
ekistic, w hk h means that a price increase will result in conssiderable 
decline tti sales and thus output. Should a rise in wages cKxiir under 
such amdilions, the firm may find it profitable to increase prity? and 
(iirtail priKluctioii, especially if tfie curve tends to become less elastic 
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at price levels. The* result uill lx** higher unit cost, hut, U tin? 

prk^ is sufficiently high to cover this higher a>st, the* firm niav find 
it more profitable to operak* at lower lewis of output, llicre will Ijht 
a higher wage rate in effect, but fewer workers einplovetl. 

Where the finn is uinihle to exert any iip|>rt^'^ial>lr price control 
over its product, a ni<xii(icatioa of the wage rate f<xas<\s attention 
u{>on long-run considerations. If the increase in tin* wage rate cunnot 
Ih* passed on either in the form ol piitv adjustincuts of pnKlticts or 
bac^kw'ard to suppliers of rnatcTials and services ivi tla* short run. so 
that tlic results are ojwrations ut a loss, tlie husiiievsinan must con¬ 
sider iuljustinents in the methods <»{ produc tion !f the* firm has sufR- 
eieTtt capital and there is a possihihtv of revising the orgainzatimi 
or pre>ductiv<* inetlnKis of tin* c'Oiiipaiis so as to nuke possible profit¬ 
able* oper.itions, it may be gotKl poliex to pav the increase*] rate in 
the short run rather than close down or litjuidate. Tlu* nature of 
Midi long-run adjiistnients nun be a diaiigf‘ in the ponhidion or 
marketing organi/ation, a neKlificatioii in the (pialitN of tht* prtidiict, 
or jK)ssil)K inlt'gration v^itll anotluT Krfu in onim ti» «‘njov a larger 
market vvhk h would permit a higher \ohunc' of production in order 
to low er unit costs. 

Lalmr l^niom and Watien 

With the growth (»( organized lalior in tin* past two deeadt's, nianv 
firms no longer enjoy as high a degree of control ovr r tin* wage rale 
as formerK, Tht* tngani/ation of lalnir into trad*’ onions alleets the 
conditions of supplv of lalror. The shape of the supply curve of 
labor tends to ap|H*ar as in Kxbibit 2. SiiM'< worke rs arc* unwilling 
to supply their s(Tvic*<*s at anv rate l<*ss than th«* rate rlf'inandcd, that 
part of the curs e shown as a dutti'd line has no meaning. No lalKir 
is forthcoming at any rale Ixdow f^V, W ithin the limits dericrilx^d by 
the horizontal part of tlie enne, YAy tlu’ wage rale will remain the 
same for any amount of labor demanded. This raises some problems 
for the businessman, particmlaily in times of falling prices. To the 
extent that the union is unwilling to acwpt wage rate reductions, the 
businessman has lost aiiitrol over the w*age rate. Thi.s element of 
cost becomes more rigid, so that cost redut'tion in this area is largely 
ruled out. Even in jKTriods of rising pricers, the dc^mands of trade 
unions for w’age rat«* increas^rs may |>ose a similar problctm if the 
price increases occur relatively slowly compared to tlie wage de¬ 
mands. 
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Ii> the ca3»e of firms who art* extremely large buyers of labor in a 
gixen market, tlie firtri is no longer able to post the wage rate it is 
willing to pay and expt^'t to obtain an adecpiate supply of lalxjr 
Wheit' this [K>sted rate is less than the amount the union is willing 
to a(wpt, no lalK>r will lie forthc-oming, and, if operations ait* to Iw 
carried on, the union will exert sorru* control ov«*r the level of the 
w»age rate. This d(K*s not mean that the firm siinenders all control 
over the W’age rate but that the limits within wiiicii it is free to set 
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wage rates are restricted. A IalK>r union with a very militant attitude 
will proluildv exert great«:T inHiienre u|H>n the rate than one less so. 
It is only where the firm is w illing to [kiv a rate acwptable to the 
union that an ade<|uate suppK of lalH>r will In* oiitainable. 

Mi)re aggressive* bl>or uniom exert influenct* not only upon w'age 
riites but also upon so-called ‘^fringe Inmefits," such as sickness and 
iKtident in.«urarux* and treatment, safety provisions, rest periods^ 
cafeterias, {H'nsions, ami tithc'rs. Tfiese additional iKMiefits also affect 
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the costs of the firm and are a component of the total wage which 
the firm is able and wilhng to pay, Thew are not* however, alw'ays 
easy to define in tenns of unit c.*ost, as some items* such as medical 
care* may be of a fix<Ki nature—for inslanctN th«' maintenance of a 
dis|>ensary in a huge factors'. Lalxu ctmiract negotiations cortevm- 
ing pensions raise problems of c*t>st wliich can Ik* defined precisely 
only under some rather strict asstnnpHons. as. for examplt*. the aver¬ 
age annual volinne of pr<Khiction over a long jXTicKh long-run Ix^- 
havior of pric'i's, evp^fctations of technoUigical pit»grc*ss in the indus¬ 
try. effects of general cctinomic fluctuations, rate of laV>or tuniover, 
and many others. In order to reach agrt?<‘ment upon pensions today, 
srich long-nin considerations nnist Ih‘ assigned some weight and 
\ aloe which is an estimate and subject to error; v et tire decision can¬ 
not Ik' {Kistponed because the lack of jXTfect knowledge. In the 
basic industries llu'se dt'cisions are of paramount iinjxntance. since 
tliev ordinarily project an image of agreements in alluxl and oilier 
industries. In the illusliation used earlier in whic^h the wage policy 
of thi' firm is based u|xin the polic\ of the leader in tin* induMiv or 
cbi<'l coinjH*titor, not onlv is the level of wages patterned after that 
of tlie leader, but the labor contract itself* as eoiKvrns these addi- 
lional iM^Tiefits, is siiniJarly patterned. Similar re.sult.s tend to accrue 
as regards these benefits in the other situations discussed. 

ArRurneniit of lAifmr I 'nionji 

Mans aiguments are prescaited by lalwir unions to support a de¬ 
mand for a w’age rate incieiise. Among these are the cost of living, 
the* ability of the firm to pay, diffeientials as among firms in the 
industry, increased productivity and prict' [Kilicies of the finn. Since 
the widespread organized lalxir movt-inent in the L'niled States is 
not far removtx! from infancy, its [xilicies are not fully matured, 
Frc‘(juerilly the buMne^ssman is puzzled by the; deinands of the lalxir 
union assocnitcri with his firm. A demand for a wage inerrrase may 
lx actually but a smoke screen f<ir some unnamed demand or |X*r- 
haps a wedge for conc^rssions by the* finn in anotlnr area of labor 
relations. Lalxir leaders are under pressure from wulhin their own 
onions and also from c'onuM’tition of otlier unions to obtain conccfS- 
sions from employers. Riv alry among leacUrrs of unions ukw influ¬ 
ences some of the deinaTids made; u|Kjhi employers. As a result, dc- 
rnaiuLs maybe made iijxin the finn which, in the initial instaiurc?, are 
not the real demands or fimdarneiUal objectives of the union at all. 
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Allej^ations made during tlie steel strike in the fall of 1949 that 
the firal demand was not the issue of pensions but rather an attempt 
to establish industry-wide barguiiiing in tin? steel industry* 

Within the jwist decade one of tlie most popular reasons for seek¬ 
ing a wage rate increase has fMr?4»n the evist of li\ ing. With rising 
prices of t'onsuiner go<.Kls it is argued that tlu* worker requires more 
incrome to maintain his standard of living and henc^^ his wages should 
lx* increased to offset this decline in purchasing |>ower. This argu¬ 
ment may obtain [Hiptilnr sti|){K>rt fur tht* union and strengthen the 
loyalty of memU rs to tlieir union, hut it cannot lx* the ultimate 
guide to the wage policy of the finn. Wliile tin* Department of Labor 
publishes pi^ritxlical indexes of the cost of living, the data are not 
always applieahle to all cases. Tlie indexes art* based on s*Mnc sjK'cific 
usstunptions anti hence are limite<l in use. They are jvThaps more in 
the nature of indif'ators of the direction in which the cost of living is 
moving rather than an absolute measure. Vhere is also the qu(*stion 
of the cuiTt*ct base year upon which a mjnparison may Ix' niadi*. In 
.some cases one l>ase year will show’ that wages have risen more than 
priwrs, while in otluT instances tlie same data with a different base 
year will produce op|xwitc results* The real issue to the l)usiiK*ssman 
is not the problem of wlu‘tlH*r his wage rale is cornmensiirate with 
the t'ost of living but whether the prky of lalmr, n^gether with other 
eonuMuM'iits of total c’ost, will permit him to piYKluc'c and sell his 
products at a price whicli will enable him to earn a profit sufficient 
to warrant the continued existence <»f Ills finn. If exmditions of de¬ 
mand for IIk‘ firm are such that the prict* ret'civetf for each unit will 
not cover all costs, including a wage rale csmsisteiit with the c-ost of 
living, either ('urrently or in tlie future, the wage denuuul cannot \h^ 
met. Under such conditions a finn must either erase ojx'rations or 
obtain a more lavoiable rate for vvag<*s. While it mav U* sociallv de- 
.sirable for finns to pay a wage eonsistimt with the cost of living, 
itnuhtions of demand and c'ost may render such a wage rate uii- 
tHXinomical. 

Frcquentlv tlie ability of the firm to pay is cited as a reason for 
granting a wage increase. Usually this refers to the profit petsition 
of the firm. Many unions, in their demands for higher w^ages, cite 
the profits of the company for a given p<*ri(Kl as evidence of ability 
to pa\. They furllier argue that the finn may not only griint a wage 
increase but also refrain from increasing prices liecause of its favor* 
able profit (xisition. VV'hile this may bt" mathematically true for a 
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given period in the past, it does not necessarily hold tnie for the 
fuUire. Expected future profits are the chief a>nsideration of the 
businessman in calculating his commitments for the anning fiscal 
|wriod* As pointed out in Part L profits are \*erv volatile in nature, 
and the businessman hesitates to ccmvmit luinseU to higluT exists as 
against revenue of such an unmiain natme. In udditicni, there is 
always the problem of definition of profits. The imion diH's not ah 
ways consider such items as rejUTves for invtnitorv revahiation a 
Ugitimatc deduction from revenue' fur the purjxiM* of cletermining 
profits. Ilien* is also the argument of rnanagc'inent that a certain 
portion of profits must Ik' retained for expansion and research, w'hich 
is occasionally C|uestioned by the uni<in. Management may argue 
that tlie union c'ontracted to work for an agrcnnl rale during the past 
jH*rifKj and tliat profits which were earned on that basis Indong to 
the st<H‘khold(TS and the tinion has no claim against t!u*in. Seldom 
is such a [Xisition accepted bv the union. The argnmeTit of the ability 
<d tin* firm to pav is, in nianv r<*sjx‘ets, a confusion of past pc*rforrn- 
aiur of the firm with c*xpectc*d future jx-rforinarux*. From the .stand* 
point (»t iiKiKinii/iiig profit, future earnings are more apjiropriate for 
considc'ration in a wage dispute tliaii are past profits. 

'Hu? argument of unions that a wage rale increase is lU'Cessarv to 
eliminate wag(‘ differentials for similar skills within the industry is 
fre(|uently fortli. This is som<*w’liat in tin* nature of indnslrv -widc* 
bargaining except that it is attem[)l<xl on a company-hy*coinpanv 
l»asis. Tlier<‘ is no logical reason why the wage rale should 1 k' the 
same* in every firm in an industry. Oonditions of supply of lalKir varv* 
from one locality to another. TIutc is also a cliversity of other t*co- 
noinic factors as among v arious cxmimunities whic h tends to make 
the co.st stnictures of tlu* firms in these rcspcx'tive loc'ations vary, 
niis argument is inron\isl#*nt with tin* cost-of-living thcxirv. sinot^ 
the elimination of diffcr<xitials in wage rales in an industry gives 
workc*rs in some Ifwalitic.s higher r<*al wages than otfiers lax^ausc of 
regional differences in cost of living. The elimination <if diftcTentials 
bfftwwn finns in the same industry' in the same liKality is more logi¬ 
cal, although, as pointed out alxivc. conditions surrounding the sup¬ 
ply and demand for labor may' also point toward differentials for 
the same skills in tln^ same community. Trade unions sometimes take 
the position that in the same locality the wage rate for a given skill 
should he the same in all indtisiries. While this is the? result to lie 
expected from the operation of a purely coni|jetitive market for 
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liilK>r, in llie marlwrt p?nnit differentials to exist. 

Ihcrc^ased |>r<Klut^ti\'ity is p.Thaps most usc^d when some of the 
alwve ar^imients apjx'ar weak. An increase in output p'r man-hour 
is the Imsis of this argunierit. Such an increase may arise from in¬ 
creased dexterity of the w<irkeT or greater coiiC‘tmtriition of wwker 
effort, hut more often it rt^.vults from increased capital inxestment 
by the firm. 'Hie installation of machinery which |H*nnits tin* same 
or a smaller iuimlx»r of w'orkers to turn out a greater number of units 
of product than Indore, without an ituTcase in the wag<» rate or a 
decline* ir* the unit price <ii the product, brings forth greater profit 
jHrr unit. While it is true that the worker does produc'e a greater 
(juantitv, tin? problem of measurement enters here, since some of 
the increased output is due to the machine itself as well as to 
the worker. In the absenc*' of price changes or nuKlification in tin* 
amount sedd by the firm, increased proilm tivity docs in^pruve tin* 
**al>ility of tin* firm to pay“ i nebulous though the iu(*aTiiug of that 
phrase mav lx* ). I*artic*ularly might this be true in tin* case of a finn 
engaged in oligopdistic t*<»mpt*tition with a highly standardi/.ed 
pmhict. Suppisr? such a firni. through tin* installation of new ina- 
chinerw achieves a substantial reduction in total cost p'r unit. Be¬ 
cause* of its C'ompditive situation. tli(-‘re would be* little prt'ssurc to 
pass on this vcduc'cnl cnist in the fonii of lower prict*s, as profits wtuild 
he greater t«) continue present priers. In tins case the lalxir utiiou in 
this firm may att(*mpt to raptuo’ part of this gain by demands for 
higher wage's, H tlie "‘ability to pav" argument were ;id\*anc<*d by 
the union, it would place' the* mauageinenl group in a dc*fcnsive 
[msition. Hut again in this iiistaucc. as in all others, luanagerm'nt 
must balance the <*osl ol the wage rate im rease against expectations 
of revenue’s in dclerminiiig the pisition it inav take* in repiv' to such 
a demand. 

IndtmtryAVide ihtrgaminR 

Hargaiittng liy lalror unions on an induslrv-wide basis scriouslv 
affects the labor pilic'y of many finns. It tends to ccjuali/e wages for 
the entire* indvLstrv regardless of the tx>st structure of the finns in that 
iiidustrv. Tl«* outstanding examples of industry-wide bargaining in 
the United Slates today are in the ccuil and railroad industries. Bar¬ 
gaining takc's place Ini ween n'prt^srmtutiv es of the unions and repre- 
semtativc's of the firms in the industry. Industry-wide hargainiiig may 
he achieved in effc‘c:t whc^rc there is a strong and militant union in 
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an industry in which there are relativel\' fw finns or in which there 
are a few large firms so that competitive conditions of leadership 
strongly influence the wage policx of the remaining finns. In such a 
case, wage agrcstnneiits are drawi wth the larger fimis in the itidus- 
tiy, and union pressure is put upon the remaining finns to fall in 
line. 

Advantages of indiistry-wide bargaining vary witli the individual 
fimi. Finns which are small and lia\e little or no representation on 
the employers’ Inirgaining c-omniitlee have n(» \'oici* in the! deter¬ 
mination of th<* wage rat(‘, ITn* highnosl or inaigiiial firm is unable 
to lav its special ctinditions lK‘fore the union. XMiere large and more 
efficient (inns fioniinatt* the einpKners* bargaiinng C'iMniriiltee, th(?re 
may arise' the suspicion that these larger firms ma\ favor a wage rate 
higlier than the marginal firm can pay. in or<ler to eliminate eompf‘ti- 
tion On the other lund. if tht‘ firms who dominate the employers* 
hargainiivg c'oinmittee arc* the high-txist firms, it may bring alxiut a 
\vagt» rate lower than would obtain und<*r a system of bargaining 
with the individual finns. Iiidnstrv-w ide bargaining d«*stroys the cron- 
trol ove r the wage rate of firms in different locations and. to some ex¬ 
tent, in saine localities. Once an agri'cment is re ached, tin* firm can 
do no more, .so far as the wage rate is vima nwil, than treat it as a 
etist over whic'h they have? no control other than the influence any 
gi\ en firm ran e.xert throiigli the reprr.sentatives of the employers at 
the bargaining table. W hen the wag<* rati* is (ixetl in such a manner, 
the businessman is forc'e^l to .sc*ek adjustments through price* jxilicy 
to the extent he is able or, in tlie long-run, through jK>s.sible changes 
in the over-all cost structure of his firm. Failing that, he must be con¬ 
tent with a lower margin of profit or t*eaM* oiKrations entirely. 

In any <*vent, in judging demands for wage rate changes, the busi¬ 
nessman must detenniiK' in the final instiuu'tr wdrether the amount 
aiul cjualitv of labor .siipplk^tl to him is worth the price demanded, 
lliis involves lioth .short- and loiig-nin considerations. FCach firm 
must w'eigh the etHuiomic variable.s with which it deals and make its 
own calculations. Wage j>olicy applicable uiMler one set of condi¬ 
tions is imt always the projxT solution in a different .situation. Eval¬ 
uation of all elements in each case is essential to a sound .s<dution. 
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Case Vll-l: r. ( WOODUn ill) 

In September, 1929, Mr. (!. (b WVkhHcv was awarded the contract 
to trunS|>oit the mails IwtwtHm the main jWKst oflice and the railroad 
stations aiul between the main jMXst offiet' and sulistation post offices 
in a large citv in northern New’ York. This ixudract c’overcd the 
{M:*rio<l from Jamiurv 1, l^K), to l^ecendH*r 31, 19>3. These contracts 
were awarded on the basi.s of seaUxl liid.s, which were submitted 
under conditions pre,scrilK»d l>y the JArst OfficT Depirtment. Under 
the terms of tlie crnilTact the c-ontractor agreed to prov ide all ef|iup- 
ineiit, |MTsoniu*l, and .supplies nei'<?ssary to render the required 
serxic'T'. ICcpiiptnent c'oinpliiHl with spxificatioii.s as to si/e, w^nght, 
mid <H>lur of tmeks and provisions for safety of the mails. Personnel 
w^as tKmdiHl and made available to inet*t whatever schedule IcK'Sil 
conditions dernaiuU'rL For thi.s servkv Mr, VViHHlley iweived $28,- 
StI) |M'r year. In Septemlx^'r, 19J3, Mr, Womlley was again aw’arded 
the contract for another four-year |M*rkHi ending I>ecenilier 31, 1937, 
for an unmial payment of $27,200. Under the temis of the contract. 
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the contractor would l>e compensated, on a pro rata basis, for any 
sendee demanded alxive that oiitliiieil in the contract. 

In Jtd)% 19?37, Mr. Woodley prepared estimates preliimiiary to 
subrnittiiig a sealed bid for the renewal of his cxintracl. which 
expir<*d on IX'C'Cinber 31, 1^17. AlthcHigli the tcTins of tlu‘ pio|H>st'd 
contract were almost identical to those td the existing ctmtracl, 
several factors had changt*il to the extent that they luul to Ik' 
reconsidered. Tin* most iin{)ortaijt of these factors was wages, 
Mr. Woodley was not expern iicing an\ current labor difficulties, but 
the occ'urrence of s<'\'eral events piOinpIcMl a survev of the future 
lal>or picture. 

For M'veral \cars Mr, \\'oo<flc\ had Im'cii aware of tl»e increasing 
inganizatioii of laf)ur in his city, and particiiluily clear in his memory 
was a v iolent stiikt‘ in relation to the oruani/ation of tin* sl*‘el work* 
ta.s bv tlic Steel Woikers Organizing (aanmitfee at a plant 

of the United States Steel (.^orj>4>ialion. fli.s 4iiwn i inplovees were 
liot orgaiii/cd. KaiK in 1937 a iieKleialelv siiccesslu! tluve inid been 
iiuuh^ to orgimi/.<* the drivers of the laigi'i cn»ss-ci>untrx trucking 
lines, and fhw liad \m*u some reports in tlie local pa|xns of pro 
jiosals of the liK al unit of the '1 eanislers Union to oigaiii/e local 
tnick drivers I'p to that lime no definite steps had been taken in ifiis 
dirt'clion. Sinc e the passage of the National Labor lielations Aet in 
jidy, 1935. there* had been an increased t«nnpc» in the organizutiem 
of labor. Mr. Woexllev also noted that witb eac h siucessful organt/a* 
tion of a group of vvenkers a rise in wages usually followed, in spite 
of the fact that there* wfir* curn*nti\ afvnit 17,000 unemployed 
pi^rsons in his citv in june. 1937. 

In SeptemlnT. 19%, Mi. Woodley had purcliasc’d three five*toii 
trucks which he used to operate an intercity freight trucking bnsi- 
netxs. ITiese ojxrations were kepi wparate from those* of tlie trans¬ 
portation of the nnnks, although be fKxasionallv n.sed one of his 
intercitv drivers to drive a mail tnick when he was not otherwise 
occnjpied. A projx^r charge was made again,st the rmtil contract 
W'hencver a freight driver was used. The three trucks used in the 
freight business wctc kept and serviccxl in llie same garage with 
tlu? mail trucks. Drivers of the freight trucks WTre organized, and 
their w^ages were $40 pr^r w*et*k on a straight-time biisis. The use of 
a higher-paid freight driver had caused dissatisfaction among the 
regular mail drivers on a few occasions, 

Mr. Woixllev had learned that a Mr. Ginnally, as well as several 
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others, projxised to sulnnit bids for the contract bt^ginning January 1, 
1938. Mr Conrially had submitted a bid in 1933, which was SIO 
less than that of Mr. Woodley. It was the pidicy of the Post Offict* 
Department to accept the lowc’rst bid unless there W(*re gcKid reasons 
for doing otherwiw. Ou'irig to the small ditfenmce in amounts and 
the pnjl»h*nis aec^mipanying the bn*aking-in of a ntrw’ ctmtractor, 
Mr. VVtxKlley was awartlecl the c*ontrac:t in 1933. In July, 1937, 
Mr. WfH>dJey was considering a voluntary increase in wages for 
his mail drivers and submission of a bid to clover the increased 
wages. The fact that Mr. Connalty intended to submit a bid at this 
time, however, led him to fear a loss of the ajutracl if such action 
were taken. Mr. WiKidley had shown a net profit in his statements 
of mail ctmtract o|H*iatii)ns of $8,317, $5,938, $6,035. and $5,123 f<)i 
the yt%irs 1933, 1934, 1935, and 193(i. respectively. 

When Mr. Woodlev began service on jafiuarv 1. 1930, lie rt^ained 
several drivt’rs employe<l bv the preceding coiitr:u‘tor and |)aid 
them the going rate of $25 per wc^ek for fulbtinie drivers and -35 
iTHts per hour for part-time drivers. No change was made in this 
rate following the t‘rx)iiomic udlapse of 1929 and the subsequent 
sharp decline in pnccs, wages, and employment. He liad given 
serimis thought, however, to a reduction in wages in 1932, when the* 
prevailing rate for truck drivers in tlu‘ citv wa.s alniut $15 jH*r week. 
Such a reduction would have increased his profits considcTalily, but 
he decided against such a move. From 1929 to 1932, his lalxar turn¬ 
over declined amskh^rahly, and so did his aceident rate. Bv 1937 
there had Ikh’U soim^ recovery in the price level ami wage* rates, 
hut the [)rev'aihng rate for drivers was still somewhat uikUt that 
paid by Mr. Woodlev. hut until this time lu* had given mi further 
thought to a revision of his wage rates. He believetl, however, that, 
if the upward move»nient t'ontinued, a revision of liis wage rate 
vaoiild he mvessarv, 

In Septenilx'r. 1937. he submitted a bid in the amount of S2^).3(X), 
and was th'clared the siicic'essfiil bidder, lu May, 1938, he volunlarilv 
iricreast^l the wages of his drivers from $25 to $30 week and acl- 
jUvStcnl the hourly !at<* acc-ordingly. 'I'herc wms no pressure directly 
from his drivers, although they hud joined tlie Imal unit of the 
Teamsters I'nicm in IXxernlw, 1937, In 19:36. the twelve-hour shift 
had reduc'cnl to an eight-hour shift. This had been accom¬ 
plished voluntarily v^'hen a reiurangememt of railrcvad sc^hcdules made 
It {Xissible to ase only one driver l>etween the hours of 12:30 a.m. 
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and 5;00 a*m. Such a shift had increased the ust* of part-tiine drivers, 
but the incre^ised expense' liad l)e«'n nominal. 

In July, 1938, the business agent of tl>c Kn al Teamsters Union 
approached Mr. NN'chkIIcv with a d(*mand that he increase* the 
we<'kly rate of his regular drivers to S^IO. Mr WtMKlh’V replied that 
he etnild not afford to pay this increased rate and n fu.sed to meet 
the demand. Shortly thereafter, he was infonmd hy mail, o\cr the 
signature of the husiness agent, that unless the demands were met 
Mr. \V'oodl<*y's drivers wotild go c»n stiike fifte<'n da vs from the dale 
of the letter. There was a rapid increase in wage rales in the citv, 
hut the clianges were so frequent that Mr. Woodies* was not aw'are 
{)f the e.xact amount of the going wagt‘ rate for truck drivers. He 
(iiscoNcred there w«Te sharp differentials throngho\it tlie citv Init 
believed that the going rale was substantially higher than in 19^17. 

On July 1. IU.1S. Mr. \V(K)dlev had in Ins emplov five' fulhtime 
drixers who worked an f‘ighl-hour shift within ten hours, and nine 
part-time drivers who w<*re emploved an average f)f si.\ hours jhm 
( lav. One of tlie part lime drivers also sieved as gariig<Mnan and 
rnec-hanie, vvliieli. in efh et, made him a Inihtiine employee. 

(^>CKvn(»N'S 

1. Should Mr. \V(Kidlev grant the \v;igf» di'rnaiid in July, 19'VS? 

2 Sht.aild h(' have ledueed wagev in 1032r* 

3 l)(j v(ui think Mr. \\VM>dh*v vv,ts wise t(» intreasi^ wages vuluntanlv in 
May 1938" 

4. U'lial is the rt'lationslup between Mr. WfHniley s ‘'ahiltly to pay** and 
the demands made hv the hu,>ineNs agent of llie 3'eamsters Union. 

5. Snp|x>!«* that Mi. Woodley s infereitv freight <?perati(ms pnHiuced a 
net profit of $.3.(KK) per vear. Would thi.s affect the ainonnt of the hid 
Mr. WotKilev suhiriitted in Sipteiiiher. 1937? Would it afhxl his 
'‘ahilitv to jwy" in the case of his mail contract? How? 

Casr Vn-2: THE ClllCACO /7I/V\S/T Al THOHITr 

Th<» ("hieago Transit Authority, a niurheipal c^orporatioii, was 
created hv an Act of the (General Assembly of Illinois known as the 
Metropilitan Transit Authority Act approved April 12, 1945, and 
adopted bv the electors of Chicago at a referendum eltx'tion on 
June 4, 1943. The coqK)ralion was created for the pur[K.>se of im¬ 
proving and extending loc^al transit facilities and servict* in the 
metropolitan area of Cook County by acquiring, owning, m<Klem- 
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izirig, and operating as one unified system the major local transpor¬ 
tation pro|:H>rties within tlie area. 

At a bankruptev sale on April 22, 1947. tlie Chicago Transit Au¬ 
thority purchawd the* projK^rlies of the Chicago Suriaw Lines and 
Uio C'hicago Rapid Transit (kmipanv. To finance the aa|uisitioti of 
the pro[M:fiies the C'liicago Transit Authority was aiithori/ed to issue 
$105,(XK),(X)0 in revenue IxuhIs. The pn»ceeds of this issue covered 
a purchase price of S75.CXK).OOOi)(i for the Chicag<.» Surface Lines, 
$12,162,5(K) for the Chicago Rapid Transit ('ornpany, $34*00,(KX) 
for working capital and $14.H37,.'5(X) for necessary cash adjustments 
at the time of transfer of proptTtics and for paviiK*nl of c-ost of 
ext«*nding and iinprosing the svsteiii and (or actjuin'ng any otluT 
existing (u new propt^ly and cijuipiiient Mst'ful {i>r that pur|K>sc. 

The bonds were secured In revemu s of tfie Chicago I'ransit Au¬ 
thority. A<'C(»rdingly, a trust agrt^cment was made with the First 
National Hank of (Jiicago. a.s 'rnislcM*, to provide* for pa\ int*nt of 
interest and principal of these Iwnids Irorn ( inrent revenues. Under 
the provisions of the T rust Agre(*inent the rcviMiiu* of ihi' Chicago 
Transit Authoiitv was to f>c‘ a1l(Hatc(l in tlu* following order of 
prt'ccdi'ticc: 

1. Working Cash Aiconnt, This aix'ouiit is to pnn klc for a Dam¬ 
age Heserve Aivoniit covering contingencies from opciations, (b) 
pasrnr'iits lor jKMisiofi.s ami retimnetils. and ir) all other costs and 
es],K^nses and tiperation and maint»'nann* nl the transportation sys¬ 
tem us proMdt'tl !>y the Trust Agreement. 

2. Set aside in a spei ial fund designated as tJie ‘"Series of 1947 Interest 
Kniul,*’ in e(]ua! rnonthlv installments, amounts sufficient to piy 
the next succeeding serninnnual installment ot inltTcst falling clue 
on all Series of 1947 Bonds outstanding hereunder 

3. Set asiile in a sejwrate fund dfsignated as the “Serirvs of 1947 Serial 
Bond \fatnrits Fund*’ in t‘t|uid monthiv installments beginning 
July 1, 1952, amounts sufficient to pa\' at the next suetwding nva- 
hirifv date the Series of 1917 Bonds maturing other than on julv L 
19TS, 

4. Set aside in a sejmrate fund designated as t!»e “Series of 1947 
Sinking Fund.’* (Hpwd monthly instiillments to provide for the pur¬ 
chase of Series HM7 Bonds in the ojnm market or by invitation to 
tender, 

5. S«*t aside in a $t*parate fund designatcxl as the ^Series of 1947 
Resenue Bond Uest*rxe Fiiiul” the sum of $107,000 each month 
until there has he^en acx'umulattxl in said sejwrate fund the sum of 
$6,4(X).(XX). Wfienever tliere are iiisnfitcient funds in the “Series of 
1947 Interest Fund** the Tnistee shall transfer from the “Series of 
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1847 Botid Fund"* 5Aiffi€i(^nt funds to meet tbe interest 

payments due and payable. 

6. Set aside, montlilv, in a .sc^parate fuTid designated ''IVprfvintion 

Re.serve Fund/* an amount of money *** pr«\ id<* for <rsti- 

niated deprf‘cuitiou or ohsolesi'ence f>r the trai]s|,K>rtatioii system for 
the preetrding month not offset by ciiirt^nt eAjH'iKhturi's for inaiu- 
teiianc<\ 

7, 'I’o the extent that the Boar<l may ileein iuK isahle oi destrable, the 
Trustee shall di'iposit from time to tinu' in a M'parate ftnul desig- 
naU*d us “Ofn^ratiug IiI\|K*nHe Reserve Fund.'* 11. in any month, tlie 
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9. Deposit ill trust at least semiannually, funds n<5t set aside in accord- 
am:r with paragraphs 1 to 8, alwve. in an account dc*signated as tlie 
“MiKkrtiixation rund ” 

On Octoln^r 1, IfMT, the Chicago Transit Avithority lx*gan actual 
operation of the c<»mbim*cl transportation systeim. In accordant^e 
with its authority to fix and maintain rates, fares, and charges ade- 
tpiate to provide re\ tames lor o|M‘ration and debt stTvice, the An- 
tliority, on tfiat date, raisf'^d adult fares from nine cents to ten tx^nts 
tm the surface lines anti from ten cents to twclvt* ctMits on the rapid 
transit lines, Tlir^ Authority was specifically exmipf from anv and 
all regulations of serskx- and rattvs of fart' by the Illinois ComnwTte 
Canniiiission. Exhibit I {p. 4H7) sfiows the adult fare changes from 
the date of actpiisifion to April 1. 1919. 

Tlie varion.s lalior unions stTvtxl notice on the Anthoiitx' si,xtv 
days prior to the tennination of the agreements, which expired on 
May 31, UM9, indicating their dtvsire to open the contracts for 
adjustments tif wages and working condilious. Tfu* unions reepu^sted 
an increase of fiftmi cents an litMir in vvagt* rati s which, together 
with changes in wxnking conditions that were proposcxl, would ad<i 
u total of $ri,(K)t),<KK) per vt*ar to the labor <‘osts ba.sf*d on the em¬ 
ployment level at the time the lU'W eontraets were negotiated. 
Exhibit 2 shows tlu* top trainman's basic hourly wage rates from 
Mav 25, 1947, In DecenilxT 1. 1949, tb(‘ rates currentK in effect, 

Exhiliit 3 .sliows the condenMxl monthly operating statianeMits of 
tile (’hieam> Transit Authority from OctoInT 1, 1947. to April 1, 
1949, This exhibit also shows the niiinlH‘r of re\ enue pa.ssengers by 
rnoiith.s for tlie same jH^rioil. 

(^h'F.STlUNS 

1, Wtmld you rtvoinmeiHl the unioirs retpiest for a wage incTease? 

Would you rei'omni<*nd a wage inrrease of any anioiiiitr* 

2. If an ineiease were granted how wouM sou projxi^it' to finance tfu? 

additional costs? 

Case V7i-d; rut: PAPER IXIH STRY 
INTKODKTIOX 

Two papf.*r t'ompanies co-nj>erated in this incpiirx by making aviiih 
able their cost record,s for the years and by discussing their 

wage, pnix\ and tccdmological-cliaiige policies, 

* This w (liiiwu «mlin‘K' hem Trm|'»oT 4 n Eixmtmm Committee, 

W'rts;i? Huiejr. lAthtn Cotfoi. iinJ rmv i T \.LX', Mtmoj^raph Sth 5) 

iWiuhiugUm. liHlH, pp 42. 
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Dfiring the 19ii6-3S period, wage rale changes were made by 
these two paper eoinpanics after eareful tt)n.siderution of tlwir pitifit 
and trash position. In case of ctmipanv A, the action of other 
pajx^r and of industry gc*nerally was also watched l>v 

those respi^nsible for wage j>ohc\\ and in iTntipaiiy H dcx'isiotis on 
wage changes were itiflueiic'tnt l>v negottation.s with the union to 
which its einphjyees Indonged. 

('Jianges in wage rales luue aff<H:ted the hourly earnings of crom- 
panv A‘s employcf^s alnjiit pn>portionate1y. although changes in the 
xoliime of einployintMit and in tlie pio|xirtion of women workers 
have also had soitje efftret on the a\eragt‘ for the plant. No data on 
hotuK' earnings in company B wv^re avaiialfle. (changes in wage 
rates ha\e Ina/n followed bv projwirtionate changes in lal)or costs 
per imit in companv A, altlnMigh luTe agani fliuiiiations in the vol¬ 
ume of output have In'cn a factor. In c'oinpany B Iwith the volume of 
output and lalwr-saving technological improvements have affected 
lalxir costs, and there* has Inn^n im ch>se relationship between wage 
rate (hanges and moveni<*nts in the companv s lalwr aists jkt unit. 
Bv the eiul of direct Ial>or Cfxvts pvT unit w<.»re only a little over 
o per cent above the earlv level although wage rate*s had I)eeri 
iiK ieaserl n<*arlv 2B per cent. 

I.uIh)! costs are not so im|Kirfar»t as raw-inaterial {‘fwts and fixed 
t*xpcrises in the total exists |x*r unit of eitlter companv, rK»r do they 
Hnctuale so vvidelv. Gosts and reidi/ations liavi* l»een closely related 
(hiring this jM-riod, largelv because of the flexibility of raw-material 
co.sts rather than thrmigh anv attempt to fix prices on the basis of 
ct)sts. Prices arc, to a large ext<Mit. inurkct-detcnnined and not sub¬ 
ject to administrative control bv the companv's manageunmt. These 
circumstaiicx»s have cxnnbined to ininimi/f’ the imjxirtaiKx* of labor 
costs in tlie price's at which pap<*r is .sold, ^Vage p<»licy is almost un¬ 
related to pricx* policy, although it is im|H»rtant to the profits and to 
the gcnieral financial jxisition of iKjlh companies. 

Technological changes are made* more cu less as a matter of rou¬ 
tine to rcducx’ wsls and to iinprovc c|ua]ity. Reduction in overhead 
costs hxs \ hh*u a more important amsideration in reex-nt years than 
prospex'tive sav'ings in lalxTr exists. The h'vel of w^age rates i# not 
considereil by officials to Ih* of any importance in deciding on tt*ch- 
iiological imprmenieuls, 

Atrcordiiig to the Census of Manufactur€^s, in 1937 there were 841 
establishments engaged in the production of jxiper and pulp, em¬ 
ploying 137,893 wage earners and fwiying approximately $175,(KI0.- 
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(WO in wages, Tlie total value (rf product for this industr)^ was in 
excess of S13>0,0(X),(W0. and value added by manufacture was 
$484,(KK),000. The pajH^r industr)^ propcT, with winch this study is 
primarily winceruixl, comprised 6*17 establishments having U0,(X)0 
wage earners and a total wage bill of $142/XK),()(K). V*alue of product 
was 89.58, (W0,(XK), and value addetl was S3fX).fXX),(KX). ’ 

Two companies wen* rcfjuested to co-op<'rate in this snn'ey, and 
data were secured for one (jf the plants operated by each company 
for tlm |K;rio<l HXifi-58 inclusiv e*- Company A is a large producer of 
pajwr, with plants lf>catt*d at various points in the east<?rn part of 
the United States, ft is engagf*d in the Tiianufactiire and salt* of four 
chief t\jK*s of product: (a) w<x>d pulp, almost all of vxliich is ab- 
.Horl.»ed bv its own pap*r mills; (h) book and other white papers; 
(r) other pajXT priKliKts; and id) commercial by-prothicls of tht* 
pulp-making processes. 

The present studv "is concerned only with tlu* ctunpanv *s largest 
mill, which in recent years has acctninted for approximately half 
the total net sales of the ct)mpanv as a whole. The principal punlncls 
of this mill are publication grades of lKX)k paper. Production of these 
giiules comprised from (iO to 75 jii'r ernt of the total tonnage for th(* 
plant during the ptTiod studietl. Thev are sold either direct to pub¬ 
lishers or through a sales agency on a flat eomniission basis. Otlier 
products of tlii.s mill inchidt* the lower grades of boiul and envelojK* 
jHqwrs and certain similar S|HH‘ialties. 

I'he mill has a full line of erpiipment. There are nine pa|><T ma¬ 
chines, as well a.s coating machines, snjHTcaleriders, n’wind<*rs, etc. 
There is a soda pulp plant which prrKluces alxml 30 per cent of the 
recpiirements of llu‘ paper machines, using softvvoiHls. most nf which 
are grown in the \ icinitv b\ farmer ami others. Th(*re is also a do- 
inking plant for the* pr4Kluction of pulp from old niaga/ines, etc. 
The balance* t)f tin* pulp re4|uirements is purchased in tl»e op'n mar¬ 
ket 

The mill is \V4*11 located from the point of view id acces.s to raw 
materials. Altluiugh it is at a slight disadx antage in comparison with 
some *)f its comjw*titors with respect to that jxirlion of its pulp w'hich 
it must purchase i>n the ojK*n market, this disadvantage is probably 

® IVS, IVjKirtrm'ia of ('4jmn»rrt'r. Biirr>au of the Ceiwus, tUcnnial Cmms of 
furr y Miir. Tart I. p|> Sr>#» iowi 

'Hu* tliKtiuttou III iht' UA.'i mainlv thir to vjirititions in llie imjtput 

of olhrr Thr* votnnx' of prodiirtittn of the |nibUcsUJon ^nulrs WiW fuirly 

tlmuoi^hinit the [ViuKt. 




m 


WAGE POLICY OF THE IKDIVIDUAI. FIRM 

offset when the other sources of its pijp are taken into account. Fuel 
costs are likewise low. TTie company as a whole has an excellent 
reputation in the industr>^ for progressiveness and eflicienev, 

Wliile the present siirvc^y was confined to the o|M?raUons of the 
one plant as a unit, its josition as part of a large organi/ation must 
Ik* kept in mind, sinc<^ certain loq^cirute |.>tdi(.'it‘s are dt^termined hv 
the needs of the coinpanv as a whole and affect all its plants. 

Cornpariy B, locat<Mj in llie eastern part of the c'ountr\\ is a much 
smaller ('oncem than coiupany A and is also smaller than its more 
irn|K>itaiit competitors. Four pa)H‘r inacluiit*s are housed in three 
mills, which are near to one another. eom|yiUtv has no t‘<juip‘ 
oient for the production of vv<kk1 pulp, hut de-inked hmik slCK'k is 
made from old luagazim^.s and used in the prcxiiKlion of certain 
Urad«*s of paper. 

In technical e<juipnient and operating efficirnev the ii)rupaiiv has 
lK*en at something f)f a disadvantage. Most of its machiiuTV was in¬ 
stalled many y(*ars ago. and the ftmds necessars f(»r maintaining and 
tmprov ing their elficiencv were not available during th«* depression. 
Since 1OT4. how(‘\ er. tin* e<jnipnient has lM‘en substantially modem- 
i/ed. The (Oinpaiiy s raw-ruatfTial C‘f»sts are probal»ly close to the 
avtTagt* of tho.se of its competitors. FreiglU costs to the major eastt*m 
markets are low. 

Th<‘ production and sal<*s policy of the coinpanv lias lM‘en radit ally 
altered in nv<*nt vears. Prior to large contract ordt*rs fonned 

a major {Kirtion of total sales. .Most of tliese ( iinlracts w<*re hist or 
given up during the depr(*s.sif)n years w hen prictvs vvf*re falling rap¬ 
idly. In recent vears» smaller .sp<*cialtv orders have fH*en substituted 
for these earlier contracts. This jxdicv rerjuirecl licavy expenditures 
for research and exp<?rimentation, but it has resulted in greater 
diversification and less price competition, Tin* larger companif*s are 
less likely to underbid on small anti sp*ciuli/fil orders Tin* con¬ 
sumer. moreover, is less likely to shift in order to make a small sa\ ing 
in prict\ since the papers have lH*en designed to nu’ct his particular 
specifications. 


WACK miAClKS 

Tlie wage policies of lK)th c-ompanies studied are influencH^d 
greatly by their individual financial pisitions. although other faciors, 
saich as w^age trends in industry in general and in the paper icidtistry 
in partic ular, have provided broad guides to w»age pdicy, particii- 
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lariy in IIk* cone of company A. Collective bargaining has played a 
n>le in the wage p^ilicy of company B Init not in that of company A, 
which was not organiziKl during the pf*ri<Kl cwered by the study. 

Compant/ A. The wage structure of the c^)tnpaiiy A plant sur¬ 
veyed w'as estahlislwHl about 1920 as the r<*sult of a job'tn aluation 
study. I'he wage differentials set at that time have Iwcn changed 
somew'hat in recrtnl years» though no single outside infhiem'C has 
lieen of great irnjxirtance in deteriniuing the present differentials, 
'rhe gciing rate in tlie commiinitv is c^msidered in t^stablishing the 
base labor rates, and the rales paid by Ixith near-by and distant 
c'omjK'tilors are us«rd in estaidishiiig rates fr)r the skilled and semi¬ 
skilled paper-making jol>s. .Since the abandonment ol a I Minus system 
in Deeemlxr, 19V>, Mibstantially all (rn|,>l(»yees have la^en paid on 
a straight hourly basis 

Ihiring tht' period covc'n^d in this study, the emplovees of eom- 
panv A s mill w^re nuorgani/ed. Some sears ago the Brotherhood 
of Paperinakcrs organizcxl a large propirtion of the workt^rs, hut 
negotiations for an agreement broke? down and h:i\<’ not since In^en 
rcMimed. In r<?eent years theif' has Iwcm no cxillei tise liargaining 
inarhiiMTV, and changes in wages, hours, and working conditions 
hav'c heeri made without cxnrsultation w-illi the workers. 

Final decisions w'ith resjux t to gi'iM'ral W'age changes rest with the 
executive committi'e, eonip<ised of the president and two vier^-pre.si- 
dents. Aeoirding to etimpany officials, wage clianges are usiiallv 
not discussed until tlu* lu'ed for them has luxxune apparent to ail 
the executives. < \>nse<juentlv, discussion is usuallx' contined to the 
extent, form, and timing ol tlie change. The policy of the company 
is to make* similar wage changes in all its mills simultanc'ously. 

During the years 19Jf>~ three general wage changes were put 
into effect. On Dt^cember h>, a liasie increase of 10 p<'r cent 
wa,s granted, accDinpanied by additional increases of 1-5 per cent on 
tmliv idual jolrs to tximjM'iisate for the loss of Iminis aecoinjxinving 
the concurrent discoiitinuauct' of an intvnlive system. While it is 
im|X).ssible to determine the pred.se extent of the average change in 
w*age rat(‘s. it w as probably substantially less than 10 per exmt wdien 
full allowance is made for the elimination of the iHrnus, Wagers were 
further increased by 5 cent on August 8, 1937, and then de- 
crrasi^d by 7 [ht C'cnt on September 4, 19 j18, 

Acct>nliiig to officials of tlic company, these wage changes were 
made after eoiisideration of the course of wage changes in other 
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firms, both inside and outside the puj^er indiistn*, and of the financial 
coiiditiovi of the company. Trends tn wages paid by other pajx^r 
producers and by industry generally are watched closely by those 
resjXMisible for wage jrolicy. Naturally, the* ac tioiis of pa|K*r poxluc- 
m hicated near the coinpaiiv^s principal jdant, which is the one here 
clescrilied, exert the most immediate t?lfec*t. Tlie coinpanv ex<*hanges 
information regarding general wage rates with a numlH*r of its com- 
jX'titors, hut, e\en in the ahsc'iice of such a formal arrangement, 
wage changes made by an\ of its imjK)itant competitors ipiickly 
In^coim* known. Wliile it is not the policy of the aimpanv to lead in 
making wage changes, it avoids lx*iiig the last to follow. 

Although the tlecision to make a change is guided by csonclitions 
in industry geinTally and aiiMatg oilier paper firms in particular, the 
amount and exact timing of wage dvanges are largely detiTinined 
hv the financial position of the compans its* If.* W'age increases are 
usually mad«* aftt^r rtdativch long pcTiods of iiu reasing volume and 
pnifits. Wlien volume is sustained at a h*\el high enough to insure 
gr)od jirofits. wage rat(*s are liki'lv to raised; and when lower vol- 
lune has rc'dnced profits or n*siilted in losses, wage cuts l»ea)me 
likely, aItho\igh the pressure in reduce ratt^s ni.yv not be great until 
tiu' cash b.daiKe tif th<‘ compain bec oiiii's low Jt is ctmccivable that 
t)u s<‘ guide.s nught on some occasion {K)iiit in dif(<*r<*nt direction.s. 
In actual practice*, sueli conflicts lunt* apparenlK beem rare, pii- 
marilv Ix'caii.se all important mills in the emmlrv, <’V<m those iiiakiiig 
somewhat different grades of papt*r, are affected to a great degree 
by the same exte rnal conditions. 

However, wlu*n most of the industry is reducing wages, ofTicriab 
of this coinpiiny feel it important to take similar action, even tlunigh 
its profit |>osition may init seem to olfit ials to recjuire a W'age reduc¬ 
tion. This |>olicv is based upni the Ix'lir’f that failure to reduce wages 
during a downturn would not avert pressure to iucreasi' wage-s dur¬ 
ing the ensuing upswing. Thc‘ same reasem is given for flie policy of 
changing wages simultaneously in all the com|Mmy s mills ri^garclless 
of the Cfjnditions prev ailing in any one mill. 

Exhibit 1, listing the w*age changes made by company A and tliree 
leading comjx^litors from 1M2 to 19:39, reveals the broad similarity 
in direction and magnitude without any ctmsisteni pattern of ch^sely 
grouped changes which tlie foregoing statement of the bjisis of wage 

*It »5 oniy natiim) ttwt cwnfwnv-’widir an CYimpiny* 

«i4r prrufin ratlier thjin <hi ttie ioik^ittun ai indivHiual ptanlu. 
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policy niiplit l<Md one to e^xpcvt.’’ On tlir whole, the wag«‘ clwnges 
made by company A have Wen fewtT and smaller in f*xtent than 
those of its <;'oinj>etit<»rs. AAX'ording to ct)mp.'iny officials, this is 
liirpelv due to their large contracts, which have given them a more 
nniforn) volume of business and steadier empUmncnl than most of 
their competitors. 

Comfmny H, In general, w'age cluinge.s made by company B 
have Ikvu dcterminetl independently of the action of thc^ other 
papT coinpuiies or of industrs generalls’, according to rainpiny 

*■ Ni«MJ i>f tKf*»r i'^ntnfiiiitiirw i« a cmfipciiCiw wtth A fw latwv 
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officials. Tlie aiinpany has Ikcii largely i^nitlcd by its own financial 
{Kxsition and has |)aid little attention to tlie general trt?nds of the 
industry. Exhibit 2 shows the changes in wage rates made by ctnn- 
pany B and by four other pap<T firms locatfHl in the same general 
area in the jKriod b«iw(?eri 1930 and 1939. Ther<* is little uniformity 
apparent In'tween these mills in the timing or extent of wage 
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changes. 11«s may bc^ <Jne partly to the fact that only one of the 
other mill protlnces paf>er which is strictly coinjjetitive with c?om- 
pariy B. altliough all have at least some similar operations and eom- 
|H‘te to sonM‘ extent in the same lalw>r market. 

IXiring the last few years, the employees of company B. as well as 
(hose of otIuT mills in the area^ have Ix'-ctinie organized in a union 
affiliated with (lie Amencan Federatum of LalK)r. and the union 
has thus iK'Conie a factor in its wage |>oIicv. Tliis iinirin was not 
formally recognized hv ce)tiipany B until though main of its 

workers had lK*en tnemlM^rs foi several years preceding that time. 
Sinic the adxcnt of the union. IIktc has been a teiid«*iK V for wage 
changes in firriis in the xic iiiity to he more c losc lv related. Fairlx 
uniform luinimuni rales prt'vail, hut there remain material clitTer- 
enees lK*twreri mills with respect to rates paid for the inor<* skilh^d 
operations. Tin* p'rsistence of these differences ina\ he due to the 
fact that skilled workers have little opportunity to shift from on<‘ 
of these plants to another. 

Over the period there were thrive general incTrasi\s in 

wages put into effect hy company B. '^Hie \olnme of profluction hud 
incn'used suhsiantially during UW5, and tliis fact, ampltnl with the 
growing activity of the union, largely explains the 10 per a-nt in¬ 
crease of January, 19MS. r*rodu<-tion continued to rise*, and a second 
increase w'as made in Januarv. with many otliei mills increas¬ 
ing wages at approximately the .same timc>. In julv, 1937, after 8 
months of near-capacitv pnKhicti«He (he uniim was officially recog- 
iii/ed and wages iiKTi*as<'d hy another 10 per cent, As in the case of 
C'ompaiiv A, w age iiu reast^ are made when volume is large. 

It is interesting to note that, although wage decreases were gen¬ 
eral throughout tlie |)a|M*r industry in 1938. only one of the mills in 
this area followed tlie trt‘nd. anil this was a mill which w%as‘ con¬ 
trolled hv a eompanv having xarious plants in other parts of the 
tXMintrv. Tliere si’tmis to ha\c Ix^en a general reluctance on the part 
of each of these c'oinpanies to take the lead in seeking a cut; it was 
prohahlv Indieved that a rethiclioii would C'ause uu>re difRcultics 
than the savings would warrant. 

W At.F HAITS AM) AVKUAra: HOI RLY KARNINCS 

The relation in company A li€*twi?<Mi changes in wage rates and in 
average hourly eaniiaigs has lx*en examined for the jwrunl 1936 h^ 
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(fignreji for company B were not available). Hourly eaniings for 
company A are rt^nted for 4-week aciTOuiiting periods, with 13 
sucli piTiods in each year. 

Ill general, the average hourly earnings of einphnees of company 
A varied in close relation to changes in the k've! of wage raters. Elx- 
hihit 3 shows that each change in wage rates was followed by almost 
an exactly projxwlioiiate change in nvc*rage hourly eaniiiigs in tlie 
sntxx'eding arc'oiiiiting [M/riod. 

Avf’irage hourly i*amings are also affee tt^d somewhat b\ changes 
ill the volimu‘ of euiplovinent, and to a h sser extent, by the ratio of 
w'omen einplovees to total employees. Iliis is illiislrat«:*d in fvvhil)it 
3. The largest ilurtuations in average hourly e'arriings w ithout a gen¬ 
eral cliange in wMge rates w'ere in the year wht'ii major saria- 
tions in the volume of employment and in thc‘ proporti(m of wannen 
workers resulletl in changes of as much as 4 cent. Karnings de- 
elined as emplovmcnt expanded and the ratio of w'omen w'f>rkers 
rose, and increased as these treiid.s were rr\c*rse(l. This relation is 
partially expIaincHl In the poliev of the compain in starling new' 
emplovtx'S, or old employees transferred to new' jobs, at the begin¬ 
ning rate for the particular job. 'Fhesc rat<*s art* increased automali- 
eallv bv 2 cents an hour tnery 3 months until the full rati* for the job 
is reached. It n*i|uires 9 montli.s for the lower-paid jolis and a.s long 
us 18 months for more htghlv paid work lo r<‘ac*h fiill-tinie ratc.s. 

A significant t*\ccptioii to this reKitiun between framings and c^m- 
ployiiiefit is provided bv the thirtcviith |H'rnKl in Hl'xS, w hen employ¬ 
ment rose about one-fourth without anv apprt‘ciable change in 
averagi* htuirly eaiiiings. A cxirnplete explanation of this exception 
is not availulilc, but it is known tliat the inc rea.se in employiw*rit w'as 
attributable to tlie Fair l.al>or Standards Act. It niav In* that the 
aiUlttional employees iie<|uiied by the act, unlike* those added w’hen 
business expands, vvere of alHiut the same average skill as those al¬ 
ready on the job. 

WAC;F RATIuS. labor costs. TOI AL CO.STS. A\D rRICF:S 

Although cmployet^s an* primarily interi*sted in w age rate changes 
as they affect honrlx* eann'ngs, to the employer their chief imixir- 
tance lit!S in tlieir influence on lalx^r costs and. through them, on 
total ajsts and prievs. As in the case of the other industries included 
in the present study, these rjiiestituis can lie approached only 
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through an understanding of the accounting procedures used by 
each company. 

ACCOUNTING PROC.'EDURES 

The system of cost accounting used by comjKiny A has the 
tion of inking one of the f>est in paper industiy', and it is un¬ 
questionably thorough and detaik^d. However, it is not designed in 
such a fashion as to provide ready aaswers to the qut*stioiis toward 
which the present iiiquir) is primarily ilirected. 

The chief objective of llie amnmting systems of Imth coinpunitJS 
is departmental control. Both standard and actual c-osts ate ti>m- 
puU='d, but nuK standard costs are ax ailablc for particular grades of 
pajH?r. Coiiip;irisoiis of the sort made in this inquiry are wlwdly 
vitisfaclory onI\ wb<m they can be made for a single, reasonably 
horaogeneoiis product, such as a single grade of pujKn. In this in¬ 
stance the standard costs f<.jr one grade of paper could ni>t lx* used, 
however, as they are not broken down fx fmx'tunis, such as lalxjr, 
malenals, overliead, (*tc. Hcnt'c actual cost figures have had to 1 h' 
us(*d, tliough they are available only for the entire output of tire 
selected plant rather than for single grades of paper. 

Both Cf)nipai)v A and company B compile^ their accounting 
rc‘cords for thirteen 4-weck p»ri(Kls in each year. The data presented 
Ixdow an* either for thc?se pc^ritids or for uveragcN of a group of 
ccmsc’cutive jx^rwxls with similar charactc^ristit s. 

Company A. Actual aggregate ctrsts for all grades arc cH)mptited 
by 4-wcx'k accHxiniing jx'Ticxls, and arc broken down into their most 
im[K)rtant components. Tlicse data arc% of c‘ourst\ not entirel)' satis- 
factory for analysis of changing total emts in relation to wages and 
price's, the chief difficulties arising from the variation in the projwx* 
tions of the various grades of pa[x*r in tlx.‘ total output. There is 
no way in which the effect on costs of this variation can be 
measured. For example, if labor c^osts jx'r unit of outpjt hskve risen, 
the rise may hav-e bi^en due to an increase in wages, to lowered 
efficiency, to the production of a larger share of grades of paper 
requiring proportionately more man-hmirs of lafxx, or to a combina¬ 
tion of all thes«* factors. Tlie difficulties of interpretation thus im¬ 
posed are real and, for ih#* present inquiry, insurmountable. 

Another major problem arises from the fact that administrative, 
selling, and interest expenses are not allocated to individual mills. 
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Only manufacturing costs arc computed for each mill, all other 
cxjK^rm‘s and all income merely being lumped together for the 
company as a whole. In ordcT to get an indication of the actual net 
profit for the p:irtictilar milh it was necessary to make an ad hoc 
allocation of these expense items. Nt‘t administrative exjumse w'as 
allocated on the l)a.si.s of tonnage sold by each mill. Onnmission 
expenses were di-Stributc-cl on an actual l><i,sis, other selling expenses 
in proportion to tonnage sold. Interest charges w'en^ fdlocated on 
the basis of the b(M>k value of plant and efpnpinent in the w'lrious 
milk 

'I'otal CHKSt.s, as prescntetl in the MibscKjuent discussion, arc thus a 
amijxisite of actual inaiiiifactiirtng costs and a hypolhetic*al alloca¬ 
tion of adunnistrative, selling, anti iiiten*st cxpt*iist‘ made especially 
for this iiic|niry. The results arc expressed in It^rnis of costs ptT ton. 
Since the mirnlx*r of tons produced in a gi\en pt riod does t>ot 
coincide with the number sold, the more appropriatt* of lliese tw'o 
items has Imtu chosen as the divisor in (‘acli case All the items 
included in nianulactnring costs ha\t‘ IvetMi div itled by the nurnlier 
of tons [iroduced; the other items have In en divided b\ the number 
of tons sold. 

Tliese total tnist and net prtifit figurt s hase all been calculated 
for the spt'cific purposes of tliis inejuirs. Since tlie\ wert* not c'tmi- 
pnted in the courst' of the ordiiiarv business practict* of tlu* com¬ 
pany. tliey could not liave been used by executi\ es as a guide to the 
detf^nuination of pdicies. They do, however, afford an indication 
of the clianges in profitability of ojH»rations for the particular mill 
ovc'f tlu* 3"\t*ar p'lifKl. 

One fuiihei p>int should be iiientiom*d in connection with tlu* 
accounting priH^edures of tlic C'ompaiiy. (a*rtain items, iiotublv s<H‘ial 
sec urity taxes, wliich obviously lM*ar a dirc*c:t relation to expenditures 
for labor, arc* m)t incimled in the ’lalnir' coin|K»rients' of manu¬ 
facturing costs, ill the summartc'.s of actual manufacturing costs 
whic h art* n*gularl\ compiled for each 4-\vt*ck p'ritKl, these taxt\s 
arc incliickd under the general iu*ading for “!)t‘prcciation. etc.” A 
similar dispisilion is made of charges for workmen's compensation 
and group iiistiranee. In 19J18 these' thrc'e charge's taken together 
aniountt'd to approximately 6 p-r cent of total payroll. In Exhibit 6 
they hiue lu'cn included under item 11, ^‘Insurance, taxes, and 
miscollam*ous." 

Comjtawj B. In the case' t^f company B, the ac'counting metluxls 
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are of mwe than ordinary interest* **Actual’* costs are compiled for 
each 4-week peruxl for all grades of papt'r combined* 'Phese same 
costs* broken duum by d<*partinents, are used for purposes of cost 
control Actual cwts are divided into thra* groups—raw materials; 
aiiitrollabk? (or variable) mill expense, siicli as direct lal»or. most 
of the indirect labor* supplies* fuel* social security taxes, etc.; and 
fixed ex|x*iise, including deprc^ciation. taxes, insuranct\ repair nia- 
terials, lalxir for maintenance of the oiit.sidc of buildings, adiiunis< 
tration. and selling t‘XjHMiisc <»tbcr than c(»imiiissions. Tin* data pre¬ 
sented below r<*fer to these actual costs and haxe the same limita¬ 
tions as the actual cost figures used for companv A* 

Both tlie standard and the actual c'ost figures of companv B ar<» 
set tip to indicate readih wluU jKtrtitat, if ariv* of the lixt^d exjsenses 
have Itceii cov^Tcd. Thus lliey both einphasi/e the fact tliat the mill 
cannot afford to timi down ariv order on which the pricr* will a>ver 
all till’ \ arial»l<‘ expenses and some of th(‘ fixf‘d charges unless otlier 
or<Iers t‘an be secured at liigher prices. 

\V\t;K HATKS AM) I.ABOH (OSTS 

In gt'neral, direct lalx^r costs in tin* two companies studied rose 
when wage rates were irier(?ased and fell when lales we n* eiit. 
However, the relation betwe<‘n wagf* t hang<‘s and changes in lal)or 
costs per unit of output in the plants of c*Mnpani(*s A and B lias b«*t*ii 
neither simple nor direct but lues In'en affected by a iinuiber of 
factors, two of which dc’scnvc* spc'cial enij)hasis. In the first place, 
labor costs jX-r unit depend to a considerable degre^e upon tlie 
volume of production of tlu' mill as a vvliole. W'ith a larger volume, 
longer runs are jxissible, ;md the* time rec|nire(l for stalling and 
stopping ofXTatioiis is reduecd.' 

In the sf'cond place, technological improvements were made in 
the [wricHl, particnlarlv in companv H\ plant, wdiich rc- 


Whvn 111 Mrart-f. ohUts will |«it on lJu- itKH'liiru’S nlrnost jcis 

votiW' in, and almost <’'e*n clismgf* in tin* {£r«ti)r Ijf'ing oiii i'* . lint wh^n 

A null ha* a larjue klot; of orchTit. loia^vr nnix of a sjiigk* i(ira<lv c.*art matir nt 
a ct>Ti.skhT^tbh' saving. VVlion Imsuw'^s is scanr. moM iiulh will takr of<J«?rs for £rii(le.s 
which cauiiot tie run as l•lfknfltly a* I heir rrf;;ular crade* xr which twtly 

('X|H‘'rimritts»tion brdore a Mtisfactorv' ^fieel of pa|x^r is |wiMh.Ke<i. A third fa^lw i< 
that a I'iTtiiin amrmnt of time is kwf each w<^*k in starting uji ami «hutUo^ down 
the C'fuitiiiuous ofX’Tatton* in h pupit mill, hut this tirru is no ^rc^ter in a 0 -day tfiaii 
in a ^-day wet^^k, st) that producth^n per ttfjur terwlfi to im rcasr ns the »ji«Ti«tin^ Hnu? 
per week increaMTi. If a mill can run 7 days a wt^k* the start-un and ahut-dim^n 
time are eliminated entirely, but this canTMil W done for more than a few svf^k* 
in siKxewsMjn, os shut-dowm for repair* are retpiired. 
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duced tabor cmis materially. A 19 per cent increase in wage rates 
over this fHTieKi in tt>mpany B s plant was accompanied by an 
increase of only 6.4 pcjr cent in direct lalx)? costs. 

'Hiese iOJicktsions must be expri?sse<l in general terms, since they 
are iwit liased on Uilmr costs for a homogemnnis product but for all 
grades nt paper produa^d. l^bor c*osts per ton of production will 
obvi(nisIy var\' with the type* of product. When a larger proportion 
of the output of the uiill CTinsists of grades which reejuire tlie use 
of more lalxir in firushing operations, iiiiit hdwir costs naturally tend 
to increase. In similar fusbioit thes<‘ costs dejxmd n|>on the size of 
the papci rnuchiiics, different grades of paper Inking produced on 
machines of different si/es; in general, they are lower for gTad«‘s 

Exkihii 4 
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priKlncinl on the larger nuubiiies. If grade labor costs had b<*en 
available, this diflieults wouhl have Wen avoid«‘d. 

Since it was necessary to use cs)sts for the entire [dant output of 
all grades, chaiim's in lalxir cost figures from month to month may 
Im' due to changes in the proportions of rlilferent griKjc*.s of pap*i 
made. In order to diminish tht* iinp)rtancc of fluctuations of this 
character, the lalK>r cost figures are prcscntt*d as averages of a 
group of p^rimls usually separated by a w'uge change. This proce¬ 
dure assumes that monthly variations in the iinprrtance of different 
grades of pap*r in the output of each plant will tend to balance out 
in the tTmrse c)f several pTicKls. 

It is clear from Exhibit 4 that general changes in wage rates were 
acrx>rnpanied in this plant of t'ornpanv A by changes of unit labor 
Cf>sts in the sanre direction. Tliere was, however, no precise cor- 
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respondence in the extent of the changes. BetwcN^ii 1936 and tlie 
first eight periods of the following year, wages Vr*ere increased by 
soniethjng less than 10 per ct^nt, but labor costs iiuTeased by only 
5 pt*r cent. Undoubtedly the explaniitiOTi of this divergence* lies 
largely in the fact that the \'oIuine of poKluction had increased by 
almost 30 pc?r ctmt. During the last five jx^rtods of 19:37, after a 
further 5 per cent increase in wages, lalnx costs advanml 8.8 per 
cent. Again, the variation in production seems to account for the 
discrepancy; the volume of production fell off by more than 10 per 
c'fml bt*twi‘en the tua) parts of the year. Thiring the first nine ptrriods 
of 1938, unit lalK)r ct)st.s were 2.8 |K‘r cvnt lower than during tlic 
latter part of 1937, in spite of the fact that no general clnuige in 
wages had l«*en made arid tliat prfxluctiori hud decreased. Tlie 
change* in labor costs In-twee^n these two |XTi<Kls of time is proliably 
explainable in t(*nris of tin* elnmging eoin[X).sition of the output. 
Publication grades of paper, which rerjuire less lulw^r per ton, ao 
coiinted in the earlier months for ap]>roxiniatc‘l\ (i> [)cr cent of total 
tonnagt'; this pfO|XJrtioii increased to more* than 70 [K*r cent in the 
later months. 

Tlie explanation of the change in lulxir costs which (x*curred 
InHween the two parts of 1938 is not so clear. Following the general 
7 per cent reduction in wages, lalxir co.sts fell by only 2.3 pt*r cent. 
OjxTating hilxir costs fell by 3.2 per c'cnt. (diangt^s in the volume 
and nature of production were insig?iificant and would not acc-ount 
for the differences. The fact that lalnir costs failed to decline as much 
as wage rates is probably ainriected with the iiUTease in cmplov- 
ment, following the adoption of the Fair Lul)or Standards Act, 
which has already bix*n not<xl. It Is probable that tlie addition of 
new employees, to the extent of almost 25 jkt c<*nt of the c*xisting 
forcH?, bnxjglit down the average level ol effic!<‘ncv bv an amount 
sufficient to acxxxint for the discrepanev. H the lu.st four j>eriods of 
the vear are considered sejxirately, added weight is given to this 
hyjwthesis. For the tenth and eleventh perkKls, operating labor 
costs were almost 6 pt?r cent lower than in preceding months; during 
the last two periods when the act was in effect, they were almost 
exactly the same as they had lieen during the early part of the 
ye4ur. 

In summary^ it may be? said that the movements in unit labor 
costs have had a tendency to parallel those in wage rates, except 
for variations in the volume and nature of production. There is no 
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evidence that systematic changes in labor policy or production 
mcthcKls were made tu compensate for the clianges in wage rates. 
This conclusion is consistent with the history of technical changes 
over the {jcriml. 

Company B. For company B. the relation Ix^tween general 
changes in wage rates and in iuixir costs is irulicate<l in Exhibit 5. 
In each instancn? the 4-week accounting jXTiods are divided into 
groups. The grouping confomis prirnarilv with the dates of the 
general wage changes, altlurngh no change in wages intervened 
between the last half 19’J7 ami the year 19'^. 

It is rjuickly apparent that the variations in direct and indirect 
lalH)r t?osts lK»re littk* relation to the wage cliang(\s. The 8 per c*imt 
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wage increas«* of Jannary. 19‘^7. was followed h\ a rise of onlv 2.5 
jH*r ct^nt in direct labor costs ton and bv an actual fall in indirect 
lalH)r costs. The second wage increase. 10 jkt cent, was followed 
by a rise of 2.9 ]mt cent in din'ct and of move than 25 per c'ent in 
indinxt labor costs. \A'ith no inters <‘ning wage change, direi't labor 
c^osts r(vse slightly in 1938, while iinlirect lalnir (tisls f<*!l bv almost 
6 pi*r cent. 

Most (»f these differenevs in rate of change are proliablv explained 
by sanations in the volume of production and by the gradual in¬ 
crease in *‘pnxUict\ 0 !\ jwr machine per hour" through technical im- 
pToveineuls over the 3-year period. In geueral, indirect labor costs 
tended to var>’ inversely with the volume of production, when 
allowanee is made foi“ the general wage changes. iTiis is not true, 
h^ver. when a cnnipari-son is made iWtween 1937 and 1938; from 
the data at hand, it is not po.s.sible to explain the decline which took 
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place in Uiese costs during the latter year. Direct labor costs tended 
to vaiy^ inversely with the average "production JK^^ niuchine jK*r 
hour/’ again making allowanc<^ for the gemTal ineriMse in M^agcs. 

Neither dirc^^t nor indirect lalx?r costs advanced as much as wage 
rates over tlic periml as a whole. As a result of the two iiKwases, 
wages were approxinuit«*!y 19 p<*r cent higher in lfW8 than they had 
l><‘en in 1930. Dirwl lalnir exists were on!\ II I per exmt higher and 
indiitxt lalxir costs 14.5 per rent highc'r. Had the volume of produc¬ 
tion betMi as great in 19.3S as in it is proliahle that indircH't 

laiKir exists jmt ton would ha\c lieen <‘\en lower in the latter year. 
The liasic reason for tin* smaller intrt*as4‘ in C'osts is umloubtedh to 
be found in tli«» larger protluetion jx*r niacliine per hotir, tliis being, 
in turn, primarily due to technological iinprox eiuenls which pf?r- 
mitttxl tb(' inachiiK* t<» In* run at a nairc rapid pace 

rosis. roTAI. COSTS. AM) CHK CS 
It is tiifficnit to obtain a (h*ar picture of tin* relation betw<*en the 
Magi' and pricx* policies (4 coinjianv A and I'oinpany It during a 
business cycle from llu^ data secured in this survi'v. The impact of 
a prolonged pi'riod of low \ohime «»Ji wage and price policies is 
not disclosed in sui h a brief [HTiod as 193f)-3S Moreoscr, the data 
assembled have certain liinitati<nis, alnxuly indicatixl. llie cost and 
pnee infonriation availalile is tor the entiie output of each mill 
lather than ba a single produi t. and hence ehangi^s in i-osl-price 
relalionslups are in part attiiliutabh' to shifting proportions of (liff<*r- 
ent grades of paper in llu' total output. This difficulty, togetluM willr 
the practice of selling most of their papei ini a contract basis with 
the p)ssibilit\ of a diflercfil price for each sale, muivc's if diffieult (o 
identif) tuniiiig points in price* trends for compaiiies A and H. The 
statistics describe the effix t of execxitive action on prices only indi¬ 
rectly It is jKissible that one re.sult i.s an o\eieinpba.si,s on tin.* role 
of the* market in pajX'r prices as tontrasted with cfinipany policy. 

\everthele.s.s. it is clear that cost structure and the comjx'titivc? 
sitiiation.s of thf\se companies put diTinile limits on the imjKJrtancc* 
of wages in determining pricx^s. The cxwt stnicfure of the* papcT 
industry* not only reJegate.s w^age policy to a secondary position but 
also influences greatly the reaction of each company to market and 
competitive pressures. 

Between 1936 and 1938 labor costs per unit of output ranged 
bnni 13.3 to 14.2 per cent of total unit cost in company A and from 
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U.5 to 12.4 per <«nt in company B, talcing the avenges for the 
group of amiunting pencxls shown in Exhibits 6 and 7. It is appar* 
ent that during this period then' have represented a remarkably 
Stable proprrtion of total cost.s, despite the fact tliat wage rates in 
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cainpaiiy A wnw incit^ased by 16 pt'r c'tmt and in ct:>tni>any B by 
19 \wr cent Th<‘se iiHTeast*,s were not fully reflected in tlic unit 
labor coifU of the two companie^i. partly because increascfd I’olume 
made possilde the more efficient utilization of labor and also, espe* 
dally in the case of coni|>any l^ecause of the installation of labor- 
saving machinery. 
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Labor costs as a factor m total costs are overshadowed both in 
absolute magnitude and in the extent of their fluctuations by raw* 
Ttiaierial costs and b)’ fixttd expenses. Raw-material costs, primarily 
pulp, averaged a little less than 50 per cent of total costs in company 
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A and a little more than 50 jX'r cent in company B. Fixed expenses 
for these plants {supernsion, admiuistration, selUitg ex])ense, inter*- 
and depreciation) rangcNl from 12.8 to 17.2 per cent of total 
costs in company A and from 13.3 to 20.1 per cent in company B 
(see Exhibits 6 and 7), Fixed expenses per unit decline when vol¬ 
ume is expanding and increase when less paper is being produced. 
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Even in so short a period as the three years 1936^, volume 
changcts were great enough to cause wide swings in fixed charges 
p<?r unit. 

The moveiiMmts of unit raw-material costs have lx?en, in general, 
opposite to tliose in fixed expt*nses p<*r unit, rising when business 
is gcKKl aud falling wlien business is |VKir. \'et raw materials are 
such a large proportion of total a)sts that tlie latter figures liave 
followe<l closely the changes in raw-material costs. LalK)r cost 
changes have in fiearlv every t^ase In^eii in tlu* sanu‘ direction as 
the changes in raw-material cr>sts, but 1(H) small in si/e to inflmaice 
appreciably the total cost figures. 

Not only have changes in lalH)r costs pla\f‘tl a minor part in 
each company’s costs, hut total unit costs have not Ix'cn an impor¬ 
tant factor in price jHilicy. The (klli<*ials of tlu'sc (wo companic.s can 
play only a limited rol<‘ in dt-tennining (he piici's of tluar poMliicts 
In (act, prices an* spoken of h\ conipaio officials as fixed for lln*m 
“fu the* market.” Ilowexcr, (fic fact that companx li has receiitK' 
<*on(‘entrated pritnarily on specialty grach’s of pap<‘i jHTmils that 
concern a somewhat greater d(‘gre<* of fret clom from price com[H*fi- 
tion than cotupanx A, xvlio.S(* major product is publication gra(h*s of 
j)a|H*r 

Despite the im|Hiitane(‘ of the market in det(*rmining prices, costs 
and realiziitions tor InXli tliose ('ompanies have been closcK r(‘lated 
during tfu* period This is due largelx to the importance 

of raw matiTials in total costs, a far t to xvfiicli ndererice has been 
made above. Pulp pru es fluctuate widely; the axrrage raxv-mat(*rial 
cost per ton for company A was over 20 per a nt largtT for the last 
five |HTi(Hls of 1937 than it was during the X (Mi Wlien shorter 

perunls are coiiiparixl, the differences are much greater. Changes 
in raw-material priees are generally .similar for all producers and 
vary in rough corres|Kmde!ice with activity iti the pajx»r industry. 
Conse(|uentlv, when business is good, the juices of both raw^ mate¬ 
rials and pap«T tend to riM', while, when volume is declining, lK)th 
raw-material prices and pajH'r prices dtxline. Thus costs and reali/a- 
tion.s for tliose aimpanies have moved logt*ther, more Inx'aii.se lK>(h 
wc^re uiuKm similar industry-wide pitwsures than Ix'cause priars were 
fixed on the basis of costs. 

Tliis iendeuey for pritTs of the finished product and the principal 
raw material to move togi^tluT makes pi-ofits dependent primarih 
on changes in other manufacturing ctists. largely labor and ov erhead 
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costs* The situation is similar to that in the cotton textile indiistr\\ 
w'hich [nits great emphasis on changes in mill margins. In the pa|H*r 
industry , overhead costs represent more than half these "otlier man¬ 
ufacturing troslsf This fac't, together with the deptnidence of unit 
overhead costs on the \ olnme of prcxluclion. aectnints for the atti- 
l\ide of paper coni{>ariy ofllcials toward \oluine and for the common 
slogans in the industry, **keep the machines running” and “get the 
voluiTie.” 

This situation also explains the pricH* polidc's followed hy thesi* 
companies during se\ eve depressions. Aev'ording to oHicials of lx)th 
eornpanies. the pressure* of fixed charges is sullic ierit to re<juire that 
ev(T\ effort he made to sustain volume. To do this, priet's are eut 
in perio<ls of se\ f*re and prolonge<! depression to a h*vc‘l whicli mav 
just coser varialih* eosls. i.e., materials an<! lalnir. and some part of 
fi.xc'd ex|M*uses. It is at sueh times, ;u'<‘ording to eompany officials, 
tfiat ('Osts plav an important jKut in juiei' polir v, fixing a lower limit 
fielow wliicli prices will not he lut. Tliis ftnu tion ol (*osts is elf*arlv 
rei*ogni/ed fi\ eoiripans H, whkh lnnuks down all its cost figures 
into fixed and variahli* ertsts. 

Tin* iinpiJitanee wlii< li company \\ attaches to this distinction 
fH*tWf*(‘n fixed and xariahh* eX[H‘nses may he illnstrat«'d hy a «.*on' 
Crete example. During a jH'riod wlien tlu‘ voluira* of production was 
lovv\ tf)e firm fiad an opportunits to sc*cure a large order from a 
(■oncern vs ho.se tacdil rating vs as low. After .some <lelil>eration, the 
compain finaflv acc‘< pte<f tl>e order on t)a* basis of ( 1 ) easli on 
deliverv for an amount carefullv eaU ulated to c*o\ct all the variable 
<*xpen.ses and < 2 > long term notes lr)r tlu* f>alaiiee ()f the pne<*. 
The notes were never paiil, sinee tin* purchasing company went out 
of business Iw'forc* tliev fell due. Otfirials feel that no real loss was 
sustained, inasmuch as no other orders w('re ohtainal)l4* at the 
time, and this order jHTinitled tfuun to maintain their organi/,:ttion 
and provide (‘mployinent. 

OnI\‘ under these rather exceptional cirennistanca's arc* changes 
in lal>or costs of any ctHisiderable im|>ortaiice in price pdicy. At 
such a time a reduction in wage^ rates will rediic^e \ ariahle costs and 
j>ermit lowc^r prices than would otherwisi' Iw* jxissihle. At no lime 
during the 1937—38 rec'essioii did such a situation arise, although 
volume declirM*d rather shaqily. 

Changes in lalxn <x)sts are im|Kjrtant in tfic \i«?w of fK)th ct)m- 
pantes to thirir cash position and to their profits. \\3»en business is 
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dc’fpresJMitd, thfi cash position of the company becomes an Important 
managnnfriit problem* Capital exjiendiUirt?s may I>e curtailed, raw- 
material inventories reducc*d, and divideiicLs .sus[x^nded. The largest 
cash item remaining within tlw* control erf the company is the iaI)or 
bill. The manageinent of Imth companies ft?el that in such a situation 
even a small j|K*rcentagc riM^lnction in wage rates is a substantial 
help. 


tf:< :h\(> fxxac: ai. c:n an( -f.s 

In lK)tli tompanv \ and company B, tec hnological improvements 
rerdneed lalK»r c'osts during the relatively short 193(>-*'38 period, and 
in one of them the* reduction w^as very substantial. In these twi) 
welbeslablished pajwr companies, ttH hnological changes are madc^ 
under a constant pressure f«»r iinprovetnt^iit in product and reduction 
ill c'o.sts, and their effectiveness in limiting the influence of recent 
wage rate increases on lalxir ciwts bus plaxed only a minor role. 
linproK'ineiits in (piality and reduction in ovtThead and material 
c*>sls were* even more impoiiant objectives irf technologic al improve ¬ 
ments than were savings in lalKir costs. 

During the years c ompany A s|H*nt substantial sums for 

new c<|uipment and for iniprovenieiit.s on oldcT e(|uipmenl. In thc’ 
mill wliieh has Ixen tlu’ particular subject of this iiupiiry. the major 
changes were not such as to producT radital alterations in tc*ch- 
nitjues or costs. In for exantplc, when capital expenditures 

w<‘re appro.xiinately twice a.s great as in either of the othc^ two years, 
the bulk erf the inoiuw wa.s s{Hmt for additional ecpiiprnent of the 
same type’ as that alreadv in use. The major consideration in de¬ 
ciding on capital c'X|.K?nditures is llu‘ rapidity of return exjx^cted 
from the investment. On all large* inv(*stinent,s the development 
eugimvrs or the oilicials of the ojKTating de^xirtmcnt discuss the 
projHisal with the plant manager. If he approves, estimates of its 
c'ost and of its expectc*d effect on paper exists and cpiality are 
submitted to the vice-presidc*iit in cfiarge of ofH*rution of all mills. 
If hc‘ indorst's the pix)|Kisal, a recpie.st for an appropriation is made 
to llu^ cpiarterly mcxrfing of the Ixiard of dinx’tors, which makes tJw 
final decision. 

The chief rea.son for the ttxrfmological changes which w^re made 
is descrilitxl by company officials us a desire to improve the qualitv 
or uniformity of the prcxlucrf or, in more general terms, to keep 
abrt^ast or ahead of the ti!X*hnical prcKxrssion in the industry* A 
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substantial proportion erf the changes made in this mill, as elsewhere 
throughout the indiwitr\'» broii^t this about primarily by improve¬ 
ments wliich increased the spet*d of the machine's:. These develop¬ 
ments brought almiit some saving in !ab«)r costs, but tliev' ri^sulted 
ill even greater savings in overhead costs, and this ap|)ears to have 
Iwen the more fundamental reason for their introduction. It must 
be lx>rne in mind, however, that machiiu* sjx*ed is less irn[K)rtunt 
in a mill making man>’ small orders than in a mill running for long 
jXTiods on one grade. In the former ( a.se start-iip and wash-up time 
e(»nstitulo a substantial part of the total maeliine time per order. 
Company B has one large modern rnaehini\ installed in 1926, which 
is not considered siiitaMe for small runs Iwcause of the high fixer! 

(liarges lliat it carries, though it is more economical for large ton¬ 
nage orders. 

An examination was made of all the technical clumgcvs projx>se<l 
or pul into effect cliiring the -Vyear period by company A in tlu‘ 
mill seler^ti'd for stiulv. 11iiae is no intliralion that the increases in 
wage rates evr rted any inflnence on the amount or nature of tlie 
capital expen(liturt*s. Nor is there an\ imlication that the ch^sire to 
reduce* lalwr costs was an inn>ortant far toi in bringing aixml capital 
expenditures. In only one instance was a prosjXTtive saving in IuIkx 
ct)sts emphasi/ed as a rt*asuti for making a change, and this particu¬ 
lar suggestion was not udojiteil. 

Most of the major capital ex|H'nditures niarlc h\ company B ov<*r 
the 3-vear [Xriod 1936-‘>S were also for the priinars purpose of 
iniproxing the rpialitv and uniformity of the product. As in the case 
of croinpaiiN .A. a relaterl objectiv e was to run the marbiiu's at hight*r 
spwds. One of the largest projects, for inslam t*, increased the dry¬ 
ing capacity of one <if the pa|Kn' machinf's Since this liad been tlic 
factor limiting the spi*ed of this particular machine, bigtu*r machint* 
sjyped resulted, with a cons<'<jnent rc^luttion of ail irn|K)rtant exists 
except raw' materials. There* were iiianv other improvements of a 
similar nature. 

From a .s'urvTv of the leclinical changes actually introduced and 
from information supplied by officials of the company, it is clear 
that there w^as little or no causal connection l>etw*een increasci! 
lalxir exists and the introduction of improvements. Owl)' one change 
during the entire jiericKl cxnild be attributed mainly to an expected 
reduction in lalxir costs, and this was a minor purchase of equip¬ 
ment. To be sure, the increase in the speed of machines tend^ 
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to lowipT labor coifts, but this was not the most important effect of 
tlie clianges, and it was not the primary' reason for making them. 

Qriamoss 

1, What K the of cluunges in rates upon papc-r prices? How is 
this enplaiiird? 

2. VVhat is tlie relalioftship between ehanues in wai;e rates and changes 
in unit c<»sts? 

3, l)fX‘s the over all <‘o%( struehirc of the |>;ip<*r itKltistrs- liave ariy rela¬ 
tionship to the elfects of changes in wage rates? 

4. Did the tact that < Company A employed iion-iinifm labor while Com- 

f iany B emploved unimt labor cause a signiiieant dilference in the ef- 
crts ol wage changes upon ttJtal costs of l)otli ttimpanies.'* How would 
yon «*xplain this? 

5. It was csuRliidfd that, in the pafHM' iTKlnstry, changes iji wage rates 
had little etirx't upon technological impros<‘inent. l*nd( r what con 
ditions WfMild yon expect changes in wage rates to affect tlu- ratr* of 
technological iniprovi'incnt? 

fl. I low does accounting procedure afb‘ct lalior costs in tlie jiaper in¬ 
dustry'? Would von expf'ct this c<mditu)ii to lx lound in otlier in¬ 
dustries? 

7. On the basis o! tbe information sliown in Ivvliibits and 7 lor the year 
BOH. c'ould botli eompanies afford to pay a wage inereaNe ot 10 jxr 
cent? VN'hv? 


€,vtc Vll i: (’\77 /<:D states STEE!. CORPOH MIOK 

71ie United States Sli»el Corp<iratioii controlled thirty-tNvo princi¬ 
pal snbsuliaiv coinpanit's cngagctl in the production of a wide 
variety of iron and sti^el protlucts. 'Fhe principal snbsidiarw the 
C'arnegie-Illinois Steel ( oHKnalion. pnKluced in excess of TO jx:r 
cent of tlu’ total < apat ily of steel ingots and castings of the United 
States Steel Cvorixmition. 

Ill U13(i tbe (!ann‘gie-Illinois Steel ('oqKiralifin Iwgan wage nego¬ 
tiations with tiu* Steel W orkers’ Orgaiiizijig (Committee and. in an 
agreeitient dattnl Maicb 2, 1937, recogni/ed this group, or its suc¬ 
cessors. as the (.collective kirgaiiiing agent for thost^ ernplovees who 
were mendn’ts of the Ainalguinated AssiKiation of Iron, Sltxk and 
TiriworkdTs of North AnuTica, On May 14, 1942, tIu? Steel Workers* 
Organi/ing Committtx changed its name to the Unittrd Steelworkers 
of America. .Sinct? the fonnatioti of tlie Steel W'orkers' Organizing 
Coumiittce in 19?^, wage negotiations in the steel industry' have 
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fallen into three phases;: first, the pressure b)' employers to reduce 
wages during the nrc^ession of 1938; second, the war years under 
the National War Labor Board; and, third, the jx)st\vur c'xpTiences. 
Ill nxcnt years negotiations U'twt^en the l?nittxl Steelworkers and 
the Caniegie-Illinois Steel Corporation have s«*t the pattern for the 
entire sttxd industrx’ and. to some extent, for all large industries. 

During the |X‘ri(Kl of the si^*<»nd World War both wages and 
prices in the steel industry' \vf*re fixed l>v enuni'iital diH'it*!'. Tlie 
Office of Price Administration plact'd tciling prices on steel products 
in 1911. which remained iti elfect, with slight motUfication, until 
earK 1945. Wag(‘s wi're uikIim the jurisdiction c*f the National War 
Labor Board until the cessation of the war. During the war. wage 
nt‘gf)tiatk)ns betsvi^en thi‘ StecKvoikers and the I'Hitiil States Steel 
(kjrporatioii consisted pririiarih of statements by each party of its 
j>osition on wages and working conditions to the War Labor Board, 
who a pt riod nt studs and irnc’sligation, rendered a decision, 

w hk’li. alth(aigh not binding u|X)n tathca* |>artv. was. in elfcH-i., in the 
nature of a decrct*. since hritli parlies usiiuIK complied. 

Tin* clucf wage adjustim/nt bv the W'ar Lalxu* Board was the 
scvcallrd "Little St* * !" fornuikt wliich was aimounc^^d on August 26. 
1912, Otlier than adjustments intefidid to elimiriati* ine<|iuties be* 
tween plants and a<l<litjonal pavnu'ut lor sei’ond- an<l third-shift 
work. tlii‘r<’ were no further wage adjustments as such until <*arlv 
HMB I he Tuited St(‘<‘lw'orkers. liowevi'i, enu*rg<’d from the war 
{KM’iod with a nuinlHT of other gains accjuired hv the (hreclivrs c»f 
the W'ar I^dtor Board .Among the moie important of tht*s(' were 
maintenance of mf iulH rship agiec*meiits. the din^s check-off swstern. 
mor<‘ lilH'ial oxertime, holiday, and xacation allowances, ami a 
minimum dailx wage. 

Tht‘ Olfux^ of PriiH’ A<ltninis(iation, on January 11. 1945, aiithor- 
i/cri interim price increases on fixe stex'l prodiiets, pcaiding the final 
report on its study of steel [iriccs in general. The O.P.A. slated that 
tlM*se interim pricr increases were allowed separate and apart fnmi 
tlie additional lalxir costs residliiig from the directixi' of the War 
Lalx)r Board on Nox c'inlx'r 25, 1914^ in which the Ixiard granted 
relief from wage inerjuilk*s not to exceed 5 ctmts an liour for all 
emplove«?s and granted premiums for work on tht* sec^nid and third 
shifts, retroactive to Jamiarv 4, 1944. United Statt?s Steed estimated 
the cost of the retnxictive wage increa.se.s at $30,()0(),(XK). There 
w'ere no fiirtlier ad|usljnents in steel prices until 1946. 
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Sbortlv after V-j Day, the United Steelworkers demanded of 
eleven sulwidiaries of the United States Steel Corpora turn a general 
wage increase of $2 a day, retroactive to August 18, 1945, stating 
tlmt tins tlemand was not siibjc*ct to wimproiuifie. The union based 
its claims upon the arguments that the stetd c'ompanies had made 
profits of $2 billion during the war and that the companies would 
c'ontiiiue to make high profits for stueral years. Furthermore, the 
union argut^l, there were enonnous hidden profits out of which 
additional wages o>uld Ih^ shared with the SUrlwoiker.s. 'Fliey fur¬ 
ther clatnicil that, in ordt?r to avoid anotlu^r depression, on increase 
of $2 a day was t»ec*essar\' lo the purchasing jxiwer of the steel 
workiTs. ami, with similar incTeases in other industries, the pur- 
diasing fwiwer of the nation would be raised, thus keeping the 
wlieels of industry going. 

The* United States SUrel Corporation rejeetc^d the di^mand with a 
statcmieni that no wage increase was possible. In a letter from 
Mr. John A. Stephens, vur-president, Industrial Helations, to Philip 
Murray, president of the I’nited Stetdworkers of America, it was 
stated; "Our answer is that existing iviliiig prices for .stec‘l prodm Is. 
together with the (Government s w’age .stabilization policy, do not 
enable us to grunt a wage increase at this time.'' The cxmipany 
claimed that it was .selling the great majoritv f)t its ste(4 priMhuls 
at a loss iH'caiuse of increased Iul>or, muterial. and serxice costs in 
the fact? of O.P,A. refusal to grant an incv<Msc‘ in the prict' of steel 
pnalucts. It was c\stimateil that an average increase f)f $7 jx*r ton in 
the prict* of earlHni steel products was iH‘cessar\ to nicest those 
increased costs. 'Phis dispute resulted in u strike in tht' .steel industry, 
which fHxame effective on January 21, 1946, and which was termi¬ 
nated on February 15, I94f>, when the O.P.A. allowed an increase 
of $5 per ton in th<* ceiling prices for carlK>n and alloy steel mill 
imHlncts. Under the terms of settlement a general wage increase 
of IHJ* ctmts |wr hour was granted to the Steelw'orkers. In ewnment- 
ing mion the settlement, Mr. Btmjainin Fairless, president of United 
States Steid. in a prc'pared statement remarked: ‘Trorn the begin¬ 
ning of this wage dispute, w-e have takrm the position that wages 
could not 1 h‘ .vi'parated fniin prunes. ... A price iiicreasa? of S5 a 
ton w'ill not be udc^jiiate tf> c.-oinptmsate for such past hea\*y increase.s 
in cnir tx>sts and also to take cart' of w'hat we c^stimate will be the 
total cost to us of this w'age increase of 18Ji cents an hour. . . . 
Higher hilror cxjst in other businesses will inevitably result when a 
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basic industry such as steel makes a sulistantial increase in its wage 
scale;^ 

Upon removal of pric<; wntrols from steel products on Novem- 
lx*r 10, 1946, the ax eruge finishecl steel crennposite price jxr ]xmnd 
rose fnmi 2.707 cents in l>eceinber, 1946, to 2.873 evnts in Feb- 
ruarx', 1947. 

On February 5, 1947, tlie l-nitecl Steelworkers presentt^d new 
demands for a wag<? increase, jKMiiting out that the pnjfils of the 
steel industry were the greatest in its history; that the industrx- 
amid increase wagt^s without increusing prices; and that the gains 
made in the wage settlement of Felmiary, 19-46, had l>een entirely 
wipetl out bv increases in the co.st of living. On April 22, 19*47. a 
new contract was signed which provided a wage increase of 12^# 
tTiits p<*r hour. It also pro\idt‘d tliat there would Ih‘ no strike by 
the union l)efoie expiratif)n of the contract on April 30. 1949, but 
that (HJ April 1, 1948, <‘ilhcr party niight reopen wage negotiatiori.s 
and, if no agreement were rr^achal bv April 30, 1948, the pmvi.sioii.s 
r)f the existifig contract w'ould remain in effect until April 30, 1949. 

On August 1, 1917, thc^ United States Steel C'ompanN* announced 
a pric<* increast* a\eraging $5 per ton for varitJUs steel prr>diicts. By 
Dcctfinber, 1947. the average steel composite price stood at 3.189 
piM jXiiiiKl. On Feljiniary 12, 1918, the union served notice of 
its to reopen wage negotiations and on April 5, 1V)48, prt^- 

senti’d tlie lolkjwiug reasons whv a siibstantial increase in wages 
should be made at tins lime; 

1. CiosT or Livino 

From the date of the 18*3 cent increase in Frlirnary. I^i46. the eost-nf- 
Uvitig has increased, atyording to the Bureau of Ldna Statistics, from an 
index of I2S.6 to a figure of 167.5 in Fehniary. 1948. an increase of 
29.24^^^. This latter figure includes the very slight drop in the 

t^st-ofdiving, .8' i . which occurreil in Fehniarv, by reason of tht' miidi 
di.scii55cd .slump in prices in the comnuKlity^ markets. 

We do not have precise average hourly earnings figures for IJ,S. Steel 
far this period. Since U.S. SU^el figures, however, so closely parallel those 
of the Indiistrx' it seems safe to use the Indastiy reamings figures, BLS 
figures show that St<.*eIworkers earned $1,169 pc'! hour in January, 1946, 
ju 5 t prior to tin* 18?i c'cnt inaease. This iiicT€?ase slKnild fiave raised Steel¬ 
workers* wages to $1,354. In order to adjust this figurr for the subsequent 
ccwt-of4ixing increase from February, 1946, to February, 1948, it would 
be necessary' to increase it by 39.6 cents per hour which would bring 
Steelworkers* average hourly earnings to $1.75 per hour. The only in- 
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crease received by employees of the U.S. Sttrel Corporation durtiif; this 
{x^riod, howm^er, were the 12S cents p#?r hour Increase of last April and 
tlie ine<jnlties adjustments which averaged ulKiut 7?i cx*nts pc;r hour. It 
is stated in th<* anruial report of the (.>>rporati<}n fjiat its employees 
averaged $1.55 in 1IM7. 'I'lius it svould take an average increase of Cffn/s 
[XT hour to incrciise aserage hmirlv earnings hv^ an amount nf.Hressarv* 
to offset the loss suffered during the last two years by Steelworkers 
through cost of-living incri^ases. 

An examination of average wcf^klv eamings for the same pcrirKl yields 
a like answer Avi-rage weekly earnings were $4*1.91 in the Indnstrs' in 
January, IfMf). Tlie cent ieurease on a 40-lu)ur w<'ek should have 
raisi'd thi.s figure to $52,51 [M'r week It would take an increase (»f $15 -10 
in weekly earnings of $t»7,iij to offset the < ost-of living iticrf'uses sintx* 
Fehmary, JiMft. Average w«‘eklv earnings 4>f all einplovt'es rif th<* I .S, 
Steel Cor[Xiratiori in I’vMT, were SSO.fih a deficit id S7M jxt week or 

re nts per lioiir. 

You are well aware of the fact that workers in si ort s of other industries 
throughout tlie I'nitt'd States have been arul are enrrentb ret'eixtng 
si'/eabie iiu reases in tlu*ir wages. It is onlv natural, tliereforr, tliat metre 
bers of th<- rnifed Steelworkers of Anieiiea should likewise expect that 
their etnplovcas vsill also gran! Mthstantiai wage intieasrs rhe (.nrpora- 
tion has made a great point in its unnual statement ami tn its puhlic 
pri'Ss ri’leases ot the eseelleut 4‘OiijMTiituin hetween the emplewfes and 
manageinent timing 1917 Kstai tlie very best ellorts id tlie lompauy 
and tile union eotiltl not hope to maintaiu such relations d our meinhers 
Irecome t unviiiced (hat (his ( buroration does not intend to aee^ml onr 
rrieuil>ershi[) svagt* treatment siinilar to tliat being aeeordetl b\' thoiisaiuis 
of other eoi]rorations thronghoul the United Statt‘s. 

2, 'rni ( !oi\iHmAiin\\ .Aiui ity is> 1‘av a U'ac.v. Inciu am: 

It seems apparent from all the figures whieh are availalile to us that 
the Corporation can well aflord to grant a snhstaritial wage iriereast' at 
this time 

itj) hu^rrased Hrn'uurs. Fnhiu’ reports ot priir increasrs indicatt? 
the abilitv of (he C'or|>oratiou and of other sleelmakiug and fahri- 

cating compatiK's to ahsorh further priKlnctiou costs. IVesidenl fviirless 
NO testified regartliug the ability of most noiMutegrated steel prtKlucers 
to absorb the renait hiki's in the priees ot semi-finished steel. The U.S, 
Stcf'l I’ndit and Loss Statemt'ut is ample testimony of U.S. Stand's abilitv 
tn absorb further tnxst tiKTcases, 

It is fd>\ion-s from that statenwmt that tlu* rtwenues of the O»rporatioii 
liave iiuTcased rapisily than have wagtrs and other costs since tnir 

last contrart iM'gotiationN. 

W't* do not have precise Spires t'OtK^rning tlie increa-stNl nneiuie 
which the ( 'oqioiatiou is reallyJng «iii its present sales, VW do. however^ 
Itave industry figures furnished by the Industry's publications and it is 
«p()arent that U.S. Ste<d has shared in all of thiwe major increases. The 
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figures OH the base price per ton of finished steel* as set forth in *STEEL" 
magazine, show that the average price per ton of finished steel increased 
55.per ton from l>ecend>er 1946. through March* 1947, just prior to 
our 1W7 negotiations. Again in August. 1947. pric<*s' increased by 55,59 
per ton, Bebfc'e<*n October, 1947. and Febnmr\\ 194K, average prkx*s again 
increasei) by 55.75 per ton. Thus diinng a IS-month j>*nod the average 
prices of finished steel rose 516.69 p<T tmi. 

llu* Ste'elworker .s wage iucreasi* in U>47. act*ording to ('orp<mitiun 
estimates at the time, c<)st L'.S. Stt^*) upprr>xiinately S7.5,(KMU)00 |K’r year 
or less than $4 jx^r ton cm U S. Steel’s present output of finished 
We are well auare the* fact that other costs hii\«‘ increastd also It is 
dear, however, that re\enue increases luive outrun cost increases, since 
profit during this pc*riod hxts tnc'reased tn mendonsU' over 1946. Much 
lias beerj said f»f tl>e fact that S(c*elworker (warnings ha\e increased mon* 
sincc‘ 1940, than base sit'd price s. It is <»bvions fr(*ni tht' rec'onl, however, 
that it is not nt'cessarv tor steel pric es to incn ase as rapidly [XTcrnlage- 
wist' as wages and c'cTfain ectsts tor the* (‘(»rporatiot» to eani a M/.e- 

abh' profit. 

Tilt' Steelworker s share of tlit' salt's dollar rect ived !iy the C orporation 
has actn.illv decreast'd dnrirn: tlit' last vrar. In 1946, all payndl costs 
took approxiinatt'K 47 o nts out ot each dollar rcTt ixt'd bv llie Cairpora- 
lum. In 1917 this figure was 42S: <.eiits. 1 hns the worker's share of the 
revenuf^ rcali/etl fiv the ( orporatioji has decreased bv 4‘« cents oiit of 
eac h dollar takt n in lo thc' UorporatH»ii. NcmiIv one luH of tins d»xTea«* 
Iris Ik** !! absorbetl hv tlie increase in profits, 

(h) Pnrfits. I’he <.orpiration lias reportiul ut't profit.s after taxes in 
1917, of $T27,(t?)S.)4S Actnafb fliis is not the net profit after taxes of 
th«‘ <'oqroration. ratlu r it is re|>ortcd pr<»fit aftt i a st t aside' of S26.;4(K).0fK) 
for the extra costs incident to file replaceiia rit of its properties. The net 
profit as reportt'd to tht' Hurean of luteriial Hevi. riue will approximate 
5l.>*T0(1CT(K.>0 instead of S127,tMtO,(KKt. lii fact, in tirdcT to Im' comparable 
willi the* reported pr(»lits ot prc'vious recent yMrs. if would be nec'es.sarv 
to add another SfirKKl.tKMl to this figure to take into account the c hange 
in inxentorv systems which occurred in 1917 

The re|>orttd profit in 1947 was Id.o’, higlier than in 1946. This 
|KTwnlage iiicTe.ise would be nim li greater. m ai K Wr; . if the adjusted 
net figure were used The rejxirtc'd profits alone, howi xcT. were excec^Ud 
bv onlv three sears in tire LorjXirations entire financial history, iiamdv, 
1916. 1917, and 1929. 

The profit before taxes was 52) S.fW.S.148, e\<*n if the $2fi;390TI0() extra 
deprt'ciation charge' is exc liidcd. This was the liighest profit InTore taxes 
rc|X)rtcd since 1942 and if resulted in a much Jiigber nc?t profit, of coijr.se. 
by reason of the fact that there was no UmgcT an excc?ss ])rofits tax in 
effect. 

The profit margin in the 4th epearter of 1947 was just as high as that 
during any of the other quarters of the year with the exception of tlie 
first, which is not comparable for several reasons. The further price 
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tficmi»e» which have CKx^urred since that time and the lack of any sizeable 
cost increases slnmid make the profit during the first quartirr of 104S 
SiibstantiaJly higher than in the 4th c|uart<»r of 1947. 

Ihe return on Net Worth was 8.41'< in 1947 which is suhstantially 
atwive the 8'^ nornuilly considered! a fair return on risk capital Tlie 
CUvrporatioff has made nnirii of Hie fact that its n'liirn |>er dollar of 
sales was only fi wmts in lfM7. While this comparison may Ix' a good 
operating guide for U,S, Steel tnanagtMneiit. it is not a sound guide for 
measurine annual profit as it is evidenced by the fact that with only a 
fractionafly different return per dollar of sales in 194H and 1947 tlx* net 
profit for the two years varies tremendously. 

The Cor{K>ration has argued that it nwds a htgli profit currently in 
order to expand its fac ilities. It should be apparent that such tii(Klerin/a- 
tion and expansion ciinnot Ik* financcKl wholly out (»f retained profits. 
Yet this is apparently what the CorjKiration would like to do. So fur as 
we know the Corporation has irwde no effort to secure rnitsidc ca[>ilai 
to financT. these ex[>etul!tures. Never within our histors' has an iudnstrv 
attempted such a trc’iiiendous expansion otit of rc-tained profits, For 
the Corporation to do so tcKlay would iiu‘aii either that priw's wcMild 
have to t>e raised even inorc^ or that we wendd have to ftuego a nc*t*ded 
wage increase*. We caiuiot agree with the wisdom of this p(»licy nf»r can 
we aCKjuiesce in its application to us. It would mean \erv simply that 
each and citTv Steelwc>rk«‘r wonUI have to pay lr>r the c»)mpariy s e\- 
psiriston and iiMKlernizalion program in reducetl living standarcls. We 
d*> not wisl^ to depri\“e tlu‘ C<>rfK>rati<»Ti of a fair profit. Nor do we wish 
to force a riw* in steel prii'cs. We Indieve that a wage sc'ttleinent can 
W made within the present price .structure which will grant ns the 
iK*edeil wage incrt*ase atul at the same time r<*tiin) a fair profit to t)ie 
CairpcHution. We are wa ll aware however, that wt* cannot limit the 
inmipaiiv's action on prints NVe can only bargain in terms of a settlement 
which is fair to ourselves and to the nation, and hope that the Corpora¬ 
tion will maintain a pdicy of price re.strainl which is coFisi.stent with 
our settleitKMit. Mr. Fairle.ss has argued publicly that a stwl wage increase 
at this time would he iuHatioiiarv. (aTtainly it would Ik* no more si> 
than is tlu* ctjm|K[itiy\ e\|Kirisioii and iiKxleriiiziition program at thi.s 
time. That program the coin|>iui)’ felt it needt'd arid it Iws gone forward 
with It despite its inflatuinaiy effect. We do not Ixiieve that a steel 
wage* increase would Ih* iufiationan' at the pn*sent tinx*. Howwer, if it 
were, the (‘nmpany's argument on this scoir is Cf’rtaiidy not c'ousistcnt 
with its otlu’f actions. 

We are W€*ll aware of the fai't that pre.sent profit levels are part and 
parctrl of tiM? currtmt high demand for steel C'an anyone here, hovrever. 
argue that there is any .sound reason to lx*lte\e that this high demand 
will not continueV Should the time come* that the industry no longer 
has a high dr'rmnd for its pnxhitis wt t'an then face the problems raised 
by tiiat condition. Until such time arises, however, it is pointless for 
eitikU' of us to speculate coiuTrntng such a condition. 
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(c) Prodt*ctk4ty. Output ^ umnlimir h&s certainly inotiastsd dunng 
1947 tn the SttrcJ Industiy' and in the fabrieation pknts. We heard 
testimony froin President Fiiirless that pr<H'ii!cti\it\’ has not lucrmscd. 
We know that this is m>t tnie. Even a cnirsor)' examination of tht^ com¬ 
pany s out|mt and manhours figmes in 1947 and 1946 indurate that 
whereas manhours worked increased approximately JH*1 fmin 1946 to 
1947. l>oth ingot prxKluction and hriishcMl stc^d pnxhictinn iiKTnM«;tl hy 
nearly 34'» . This iTurease in prcxhu'tivitv alone olivet a siiKstarttiiil part 
of the wage increase graidtd to the riunn in 1947. By leilncing lalKir 
msts it further improves the tompanv's ojxTittnic [Xisition aiui tiH'refore 
its ability tt) iwy us a suhstantuil wage merease at this time. 

On April 22, 1948, tlic following slateinenl was released by 
Mr. Fairless, president of tin* United Statics Steel ('orporation: 

In an endeavor to aid in halting fiirtlu'r advanet^s in living costs, tlie 
steel'prtxlncing subsidiaries (*f the United States Stt‘el (,!or|>oration will 
.shortly announee dei reases. elfeetive \1av 1, 1948, in their prieew for a 
wide variety of stee! prcrtluits nf their inanufatturt^ 

Th<*s<^ [iritf changes are estimated to adil np to a total price reiluetion 
hv U S Steel ol alMiut $25,<KIB.tKKt a year basitl on last year's shipments 
of the pifKinets affected. The price leduetinn yvill saiT in amount for 
different prcwlm ts No (.lun[:<»v are to he made in the prie<*s of (vrtain 
products, s\K.‘h as semi finished steel, uht re the n4ationship fH»twwn 
present pin t"S and C'^ists tiot‘S not pc^rmit a price ledm tioii at this time 
The iiew changc.s invrdve a total price reiluction more than twnee as large 
ID amount av the total increased last Kebniary in (nir price's fex semi- 
finisfu’d sfee ! 

So far as possible the jiriee rcdiutions svill be rnade applicabh* to 
sttxfl prrKlucts which hase a incjre or less direct fx'aring iijxin the ctust^of- 
living. As illustrations, lower priws will Im‘ appla ablr to a iiuin)>er of 
steel prfKhicls which are Naigfit In the t'f)n.snmer in the form in which 
they are mannfactiiretl bv our subsidiaries, such as nails: wiie fenc^*, 
wire netting, steel fencf- p*»sts. ste el roofing and siding sficets for biiiliU 
ing; barbtxf wire and other w'ue prrKlucts, and also to a nmnfxT of 
piriducts which are ainvetltd by oiir oistomers into articles for ordinary 
UJM* by !ioftie<iwners. such as tin platt* for tfie maiiiifac'tnn'’ of cans, mid 
roUetl strip and ,sbt'ets for antom<»biles, .vtiiinle,ss st«-e| for refrigerators, 
irtoses. kitchen eahincts. washing machine.v, etc.: sheets for furnaces, ttir- 
conditiiming dneis. and heating ccpiipnii^nt; gaKanizc^ .slieets for silos, 
grain bins and otfier fann stnictures; spring wirf‘ (or furniture and othfv 
uses; as well as manv other strx?! prcxhicts. 

Wc. in the Unittxl StatcMs, bedieve that wists and pric'cs in general are 
too high for tfie good of the nation. We are finniy of the conviction that 
American iiKlustrv' and labor should cxMiperalively do everything in their 
power to avoid further inerrrases in costs, which, if permitted to ocair, 
mast result in higher prices for almost twerj thing we buy. Certainly the 
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best interest of ali (if our people will mit lie served by further lowering 
ill the purclifising pow«rr of the dollar. 

We are hopeful that our action in reducing the prices of a number 
of prothicls assoc*iat«’fl with the cost of living iimy have a Vxi'iurfida] 
throughout the nation and inav !>e helpful in bringing about an 
(‘urly ?»-tahili'/ation of reduction in the cosr-<)f-h\'ing. 7'o achie\e this 
worthy n'sult, there rnu.st 1 k‘ c<Ri{H*ration l»v lioth business and labor 
and CiovtTnrnent. If this should prove to lie the outc«nM\ every^ine in 
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this country will lieiii'fit If. fni the cunlran, costs should continue to 
advance, then in fairness to our einplovees and tn our stcKkhi»lders we 
will have to eonsidt'i at some later tlale the adetpiacv of both wages 
ami steel prices under tht* existing ctindition. 

Over th*‘ past few wt*t^ks fair stt‘el'producing s'ulisidiari4'> have b<*en 
engugt*d in negotiations with the l’nitt‘d Steelworkers of Americii fC.l.O.) 
in ('onm^ction with tlie rtHjuest t»f the L’liion for a substaiUiui wage in¬ 
crease, We have told Mr. Thilip Murray, Pr(*siilent of the I'liion, that 
in our judgment the granting by ns fif such a wagi* inertMse will not in 
the long run bring lienefit to anyone, as it will lead to similar snb.stantial 
wage increases in otht*r industries and to higher prices generallv. The 
reply which we gave yrsferdav to Mr. Murray was that, in the light of 
this conviction, w<? cannot grunt his r<H]nest for a substantial wage in¬ 
crease to our sSteel workers, u.s such an imTeuse would make necessary 
a general advance' in onr steel pritx's. We art' unwilling so to increase 
steel prk'cs at this time, as we iH’lieve this would be iiiimicable to the 
best interests of the nation. 
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WTiile increases in our prices fw certain steel pnxlucts have lM>^:^n 
aimounced from tinn* to time since August L 1U47, mir costs have gone 
up to a greater extent with the result that tin' e;irnings statement of 
tht* UiiiU*d States Stet'l for the first quarter of 19-48 to Xw released next 
week \%'iU show a lower profit for the first ijiiarter of this y»*ar than for 
the first quarter of 1947. 

In an endeavor 0) do what is w*ithin our j’MJWt r to assist in halting 
the upward trend of cc.>sts and prices, we have adopted the course vvbicli 
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I ha\e outlined. WV have not C’^uitent just to sit by inac-tive and 

ho|H\ Wi* have oauluded that definiti' action on our part is advisable 
in the wav of steel piici' reduction ovc r a bread field. 

Average straight-tinie hourly earnings of our .steel workers were 83.9 
ctMits in 1949. In Fibrfiaiy, IfMS. their aseragt* straight-tune hourly 
earnings were $1.4.>I, an increaw.’ of 73.3'> o\er thovi* in 1910. Their 
actual aseragr hourly farnings were $1.55 in February. 194S, as coinpaifnl 
with 85-5 cents in 1949. an atlvance of S1.3'# since 1949, Actual average 
wec'kiy earnings of ruir slt r*! workers advanct»d 91.7'^ IjetwtM-n HMO and 
Febnian', HMS. namely, from $;ll.38 tti $60.14 a week. TlieM* advances 
in average straight-time and actual hotirlv earnings and in actual average 
wt«ekly earnings In'tween 1940 and Febniary^ 19484 are substantially in 
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excess rif tlur increase* in tlu* cost*of4iving tluring that period. The index 
of the Bureau f>f Statistics of the U.S. I department of l^abor 

re«;ord.N an increase of (f7.2*k. in the cost-of-)iviiig hetween 1940 and 
Ffd:>ruar\' 1948, 
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According to the Burtniu of 1-abor Statistics, hourly wage.s in the steel 
industry' at the end of 1947 were 19^’i higher than in all maiuifactiu'ing 
industries, 12'i higher than in all durable gotxk industries, and 2^% 
higlicr than in all non-dunible goods industries. 
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Exhibits 1, 2, 3, and 4 show Ihi* progress in the United States 
Steel Company and the iron and stwd industry as well as other 
pertinent data* Tlie request of the United Steelworkers of Ameriea 
for a wage increase* dated April 5, w^as denied. 

Qt'ESinoNs 

I Should the United SlaU'S Steel C^oinpany have granted a wage iucreast^ 
at this tiine? 

2. What is the relationship between wage lates and the cost-of-living 
imlex? 
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In ymrkinsi. sfxtions wv lia\r ^kiisccI upon tht> ht^havior 

(jf fiiH* a-S|>c‘rt of the linn, sik h as (l(^fiiarHl or n>sts, while 

fh<‘ rrniiiinder, sucli as si/e of firm, channels of clistrihiituin, legal 
framework of sociefs , <'f(.. were considered etmstant. In this section 
we ussnim* that all economic relationships of the firm are variahle. 
The use of goviMinnm! ri'ixiilation and CHinrl di-cisions is takt‘n as a 
hasis for this shift in empliasis lw*caase the ir iinpai f is iisnall) such 
as to cause rev iew of tin* ov er-all position of the* firm. 

Upon llie assumption that a firm is rnaxlmi/ing profit under its 
existing econornie orgam/alion and husiness practices (although 
such is not always the actual case, since a regulation or eoint decree 
may serve merely to prikl the inertia of manage ment ), aiiv modifica¬ 
tion of organization or practices humus that the firm must make some 
adjustments in order to maximize its prfifits muler the new condi¬ 
tions. This mav mean a rev icw of tlu* eiitin' organization of tiu' firm 
as concerns tlie methods hv which llu* various fmictions of sales, pro¬ 
duction, finaiur, jmee polic), scale of operations, and otluTs are per¬ 
formed. 

In most of the pre(H*ding sections manv' ainditions surrounding 
tiu’ firm, such as method of marketing, si/c td market, scab' of op- 
c^rations. elaslitatv of demand, and others, wtTc aNsnnu‘d constant 
while that upon whieli attention was focused was allowed to vary. 
Here we wash to hring out some of lh(‘ economic intc'iTelationships 
aiiiong the various funclirms of the firm In considering all of them 
as variable. This means a much broader v icnv of tlu' etxmoinit' aspects 
of the firm from thc‘ viewpoint of top management. Tlie discussion 
and cases which follow^ will, therefore, ernphasi/e this approacli. 

Types of PtMic Policy 

One of the most im|iortanl factors affecting hiLsiness decisions in 
present-day ecxinomic scK‘iety is public policy as expressed by legis¬ 
lative «iction and administrative law. Although history is replete 
witli problems of business and government, the past tw'O decades 
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have witnessed an increasing influence of government upon the 
lKrlia\ior of Inisinessmen. Piililic policy afft*ct?i business Ixdiavior in 
two general ways: first, it creates a jK>liti(*iil clinmte or atmosphere 
which affe<*ts the general attitude of husinessinen. and, second, the 
legal maclunerv' of goveriiinent issues ixuirt dtx isions or adininistra- 
tive rulings which directly affect the eondiic^t of (he firm. Then* is 
no fine line of distinction Ix^twivn lliesf* two t\ |H*s td public policy. 
They probably blend into each other at \arious limes and under 
different conditions. The division madf" lucre is purcdy arlntrarv for 
purjwises of <liscus.sion. 

It is dilfic ult to assess the* relali\e importance of the.se iw‘o ty|>es 
of public policy. Both affect the decasitms of the busiiiessmaij, but 
fjotb art' not taken into account iu tlie same manner. Tin* political 
climate in which business is conducted iii\olv<‘S broad considerii- 
tions wliic'li evtend Ian (uul the firm itself, w'liile .sucli is not always 
the cas<* with the .s<*con(l. Nfanv factors affec't the |K)litical climate. 
As with I'ConoTiiic factcas, tin* businessman must forecast the impact 
of those' factors which affect the future |)olitical climate, in order 
to mak<‘ currtait d<‘cision,s. Sunietimes husittessmen think tla^re is an 
antibusiness'' attitude on the part of gosenunenl. a condition when 
then- is somewdiat of a fee ling of mutual distrust l>i*tw<^en goveiii- 
rnent and Inisimssmen in general. On otlu'r (Hcasums the* opposite 
situation ma\ prevail, wliih , again, sometliii^g of a mixed heeling 
may exist whit li increases the uneertainlif's in fore c a.sting the fntun* 
political climate. 

There is, for example, pnijM»sed l«»gisl.ilion to amiMul Section 7 of 
the Clavton Act which wouhl forbid the acepiisilion of the a.sset.s of 
a coiijjH'ting finn wliere the effeel is to lessen comjx'litit>ir Ilifs pro¬ 
posal has bcx’iJ iiitreKhice'd into tin* (Congress on sex(*ral cKcasions in 
the* past but to date has iM^eaj passed only In the House of Bepresent- 
ati\i*s. Should tlie Senate approve of the House action and the bill 
be signt^d b\' (lie Presidc'iit, it w^nild mean that the pnrcha.so of the 
iLssets of a coin[> 4 »tilor, in the fiiture, would prohahly rcfjuiri* the a{>- 
pro\ aI of the Federal 'I'rade ('omniissioii. If a firm is antic ipating the 
purchase of the assets of a com|H?tilor, the stalas of this Ic^gislation 
may affect the timing of tlie move by the firm, \VlH*thcT to make the 
purchase now^ or at sometime in the future deiHmds upon the possi¬ 
ble passage or defeat of lhi,s legislation, which would modify the 
[X)titical climate accordingly; for it is a costly propo.sition to hire 
legal counsel and prepare briefs for presentation l^efore a govern- 
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merit agency. In addition, the lime of the executive officers may be 
rec|uired, during which time they are unable to devote thtnr time 
and energies to the adininistratioii frf other matters of the firm. The 
businessman must w'cigh these matters against his predictions of the 
future climate in reaching a deeision as to what action be will under¬ 
take t<Kiay. 

A marc* general, but perhaps ecpially important, factor is the ex- 
peetcrd future fiscal policy of tlie govennmmt. With the exception 
of two years, the federal government opi*rated from 1932 to 1950 
with a Treasury d<?ficit. Tlie result of such exjKTiciitre is e\'idcnc<?d by 
the size of the public debt. To many businessrnc'u the size of the 
present del)t is an unlu^althy situation, and the future fiscal policy 
of the governiitent enters more and more into their future c'alcula- 
tions. If it is expHted that the govenunent will continue the policy 
erf deficit sjMmding for the next sc'veral ycMrs, tlie infiiience of such 
a policy upon the pric^* U*vel Iwomes imiMirtant to the future busi¬ 
ness jjoliev of the finri. business investment of a long-term nature 
involves the assumption of fixed costs for a considerabh* period into 
the future. The price lexel and soluine of output must Ik* considered 
by the businessman, and the > alue lie places mion these are affected 
by his attitude as concerns tlie fiscal policy of the goveniment. 
While the hi.isiiic*ssrnan c annot place a specific numerical value ujwn 
this Ivpe of puhlie policN. as lu* d<R*s the price of lafxir and materials, 
his attitude toward the future is nevertheless affected hv them. 

Public policy of tlie second type may In* translated more directly 
into action by the busin<*ssman. There is hardly an area of his 
operations in which he is not CMiiifrented with considerations of 
laws or regulations which affect his decisions. E.sjiecially in the 
areas of taxe.s, pria* [xrficy and c'OuijK'lition, lalxir relations, adver¬ 
tising. and finance he facc*s sonu? rather c'omph.rx situations w'hich 
affect the welfare of his Imsiness, The framework of legislative and 
administrative law within which business activity is conducted is in 
a protH.'iSs of continuous revision. Almost an\’ alteration in this frame¬ 
work causes the businessinaii to modih' his calculations so as to 
maximize his profits under the new* legal recpiireinents. 

In many rt^pt'cts the irtmomic Indun ior of the bu.sinessman is 
similar to that of the players on a fcxithall field. On the fiidd the play¬ 
ers are exjx'cted to [X*rfonn according to the prescrilx*d rules erf the 
game, and any observable infraction is follower! by a penalty. As the 
rules of the game are revised, the players concentrate their efforts 
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toward winning within the framework <rf the new rules, and the 
conduct of the game is modified aciwdingly. On occasion the new 
mles may so iiK^h- die conduct of Uie game tliat l>oth {lartictpaiits 
and spectators lose their s&est for the sjH>rt. 5io it is witli bttsmess 
and public policy. As public policy brings forth iic^w regulations* the 
businessman attempts, within the new framework, to maxmiize his 
pmfits or, perhaps, withdraws from the particular pursuit in which 
he is engaged. A concrete example of the* latter is the case of a 
firm wliich has engaged in the sale of ulcc^holic bex erages under a 
license from a political unit to do so, but suf>se<ju«*ntly the citizens 
of that unit elect to ban the sale of such Iw^veiages. 'i'he firm must 
(ither cease operations or attempt bootleg operafion.s, the latter 
being an attcMupt to inaxiiiiiz<‘ priifits under the new exmditions. 
exen tliongh such action is illegal. 

The aclniini.stration (^f a l)nsinc‘ss firm in\ol\«‘s the pr<X‘i*sses of 
production, finance, marketing and distribution, pricing, and indus¬ 
trial relations, in addition U) manx others. Public jwdiex, i»i general, 
is not directed toward tin' elimination of anx of these actix ities but 
primarily toward the munnei in wbicb they are earri<*d on. Kor 
example, w'hen a particiilai firm is arlxertising its prodncls. it mav Iw 
making statements of (pu*stionabIe Mippf)rt. To the extent that these 
statements are accepted bv the coii.siimiiig public and aettd UjKm 
Ml g(K)fl faith, that firm will obtain an adxantage over (‘onipeliiig 
firms whose athertising is less exaggerated. 'I1)e Federal Trade 
Omiinis.sion max issue a "cease and desist’’ ordc/r the grounds 
that such adxertising is misleading. This (ha's not mean that the 
marketing function is ruled out but lliat the means of bringing 
the prwhict to the attention of jKitential consumers must be ukkIi- 
fied. 

On (HTcasioii the law max re<jnire the cessation t»( a iiraciic*^' which 
lias long prevailed, such as the use of a iKising-point system of 
pricing by the steel and cement industries. ’1‘his practice was re- 
c<;ntly declared illegal by llie Supreme (a)urt, so that the industrif^ 
exmeerned have had to re<*inisider their pricing |K>licics. Again, It 
does not mean that the industry must stop charging the same prici? 
as a cornjH^titor but that the nietluKl of determining the price must 
l>e TiKKlified to conform with the c*ourt decisioir This ineum that 
the management in each firm must devise a new pricing policy 
which will maximize its profits in vi€?xv of the changed competitive 
{>asition as a result of the legal decision. 
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No attempt will made here to defend or jmttifv any particular 
legislative act or adniiiitstrative niUiig but rather to indicate their 
effect upon the Ix^iavior of the businejisnian. This is not to infer 
that the adv<xacy of CN^rtaiii legislative ac^tion by the busmessman 
iv of no iin|KJrtaiioe. IiuIoihI^ the main ten a nee of a political climate 
in which business may be conductc^d with a nuniniuiri of friction 
and restriction calls for the contrihntiori of ideas and suggestions liy 
the businessman. He should, however, lx ever-read\ to defend his 
|>osition on the basis of a c*orilributiori toward the gain of sixiety 
as a whole rather than on purely selfish grounds which would en¬ 
hance his own [KisitioM at the e\|xiise of cithers. This is not to 
infer that the latter course has iH*v<*r Ikhmi followed. Antichain- 
store Ic^gislatioii proinotcHl l)y independent groct^rs is an <*xample of 
a su(‘(‘essfnl undertaking of tin's sort, it is to be ho|K‘d lliat the 
ingcimitv of the stiuleiit will be* put to a rigorous test in lueeting 
the problems and restrictions iinpos(*d upon business eondnel b\ 
law but tliat such proposals as In* makes will be willu'n tlu* realm 
of efhi(*al Ix'havinr and legal restraint. W hat wr are primarily inter¬ 
ested in is tlie adjustment of the firm to regulations impost*d by 
public |X)lU’y through eonsiderulions ol other alternatives in the 
(HThirniance of tlie furu tions of administration of a business firm 
so as to rnaxirni/e profits. 


r\\i s 

The two tyjM's of taxes with which businessmen are priniarilv 
con<‘criu*d are «*xcise and ineimu* taxes. For puqxis(*s of classifica¬ 
tion, a gc'neral sales tax will be con.sidered as a broad fonn of excise 
ta^xation. In addition to these two fonns of taxation, taxes which 
are levied with thi* intention of restricting or prohibiting certain 
forms of e(*onoinic activity also amcern th<‘ businessman. In this 
categorv fall such taxes as protectne tariffs and taxes which are 
levied on specific comnuKlities which ilistourage their use, such as 
the If‘Cent ly rei^Mltx! federal tax on cidored oleomargariue, In a 
sense ihest* latter tv'o lax<*s are a form of exci.se tax but for purposes 
of ideiitiiieatioii and distinction are not alwavs classed as such. 

Exrtiir Taxes 

Excisr* taxes are levitxl by Inith the federal and state govem- 
ments on many cominodilies. such as gasoline, tobacco, furs, trans- 
p>rtatton, uvitomohilcs, and many others, Ixjth luxury and nonluxurj. 
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To the producer and seller of any article which is subject to an 
cise tax, both the rate and the manner in which the tax is levicxl 
arc important. Some excises are levied on the inone\' value of Hie 
commodity, such as the current 20 per cent lev^' on the retail selling 
price of fur coats, while others are levied on a physical unit Imis* 
such as the federal and state tax on gasoline and cigarettes- Caso* 
line is usually taxed at some absoluU* anioiiiit pi'r gallon. Cigarettes 
are taxed according to the number of cigarettes [x r jxukage within 
a muxiinuin weight. 

Among the proposals iH'fore C’ongri'ss is one which would change 
the basis for Icwing taxes uixui cii;arettes. It has lx‘en argued that 
*’t‘cononiy" brand cigaietUvs, thosf^ retailing for several eciits less [K?r 
pack than the leading luunds. pay the same altsolute amount of tax 
per package as the higlier-priced brands, so tluit the rate of taxation 
is ineiptitublc on a \alue liasis. If the rate were le\ ied according to 
th<‘ selling price, tlu^n tlie tax would he niou‘ proportional. To the 
extf'ut that such a change in the iiic^thnd of assessnitnt affects the 
selling price, these arises in the mind of the cigarc^tte manufacturer 
th(‘ (juestion as to how it will afleet Ihs sales. Will it mean that the 
^<•lling price of llie Vcojujiii) ' brands w ill }>e retlueed:' If so, to what 
extent? A partial or the full amcMint of the tax reduction per pack- 
jgc‘? VMiut eflect will this liuve upon the sales of the leading lirands 
because of th<* increased differential in pricf "* 

Tht^ last rjiiestioii brings u.s face tti faa wilb the elasticity of 
demand for a cfuiunoditv—in this case, cigart ltes. If we assume that 
the demand for cigarettes as a w IioU* is inelastic* but that the demand 
for various brands of cigart*tles lias a pricr^ elasticity grc*attT than 
unity, tlicn the producer and seller of 'ec'onomy ' brand cigarelt<\s 
will probably retluce tlu’ selling price b\ the* full amount of the tax 
rc'tUiction. ()ii the otlier hand, if the piic<' elasticity of deinaiid is 
less than unity, then it will be more prf>fitable not to redutre the 
selling price In the lull amount of the tax reduc tion. If the demand 
is very ineUistic for the 'economy’’ l)rand prodiu:icrr and seller, he 
will not reducx* the price at all but will show-* a larg<*r margin of 
profit jrer package at the same price which prevailed jrrior to the 
lax rt*duction.’ The foregoing is based upin the assumption that the 
selling price of the leading braiuis remains uncliaiiged after the 
rnodificution of the tax laws. 

’Even in this tskst there- mA\ fw* a reiiniTtion in pnee if the irMfCiii 

wtmiUi re»«h in profits hich a*, to attfiHrt new pr(KJtit-ent tl** 
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From the viewpoint of the producer and iscBer of a leading brand 
of cigarette, similar calculations must he* made concerning his price 
clisticity of demand. If tht? amount of tax per package remains un- 
cluinged under Uie new law and there is a price elasticity of demand 
for his brand, he may also consider a price change, deptniding on 
what prici-* chiingc?.s the selh^rs of tlu^ *’ec‘onomy*’ brands inlnniuce. 
If the ‘ t'aniomy" brands reduce tlunr prices and widen the differen * 
tial l)etwc*en their prices and those of the leading brands, so that the 
s;4les of the leading brands are affected, then the seller of the latter 
will find it to his advantage to reduce his prk'es also. All his price; re* 
dijctiofk, licjwever, will not 1 h' charged to a reduction in the margin 
of profit |K*r package, since, with a lower pric e, under the new tax 
law part of the rerdiiction will l>e a rfxluctio!i in the amount of tax pc?r 
jmckage. In the ea.w we hu\'e assumed here, tliat oi price* inelasticity 
of demand for cigarettes us a whole hut oi price elaslicitv between 
brands, the reactions of coni|H;titois to prici' changes !KX'ome.s 
Cfxtretnely important. The reduction of price by the '“ecTinomv" 
brands by the iimmint of the* tax reduction may cause tin* pro- 
duem of the leading brands to reduce their pria*s proportionately, 
lliu.s rnuiiitainhig the sariu* pric'c^ differential as existed before the 
tax nHhiclinn, This could rc^sult in the same division of the market 
among sellers as Iw'fore the tax change hut with lower cigarette 
prices for the consumer, I'lie possiiuliiv of such action may deter the 
produtXTS and sellers of “economy’* brands from makirtg such a 
pricM? cut. 

Tlje rediurtion in price of the “«:om>mv” brands may be met in 
another manner by the pnHlucers of the leading brands. They may 
decide to entf?r the “eaMioiny” market with a low-priced brand of 
their own rather thiin suffer a price reduction on the leading brands, 
'rhis may a method of maximizing profits on the put of the pro¬ 
ducers of the leading brands. Assuming that the demand curve for 
the leading brand of a particular pnxlucfrr is of k^ss than unit elastic* 
ity* he may cam larger profits h\ maintaining the price on the lead¬ 
ing brand and off<u an "economy*' brand at a price e<]ual to that of 
similar brands, thus utilizing the capacity of his phmt Iwtwecn the 
two brands. The profitabilitv^ of this arrangement, however, would 
dqnmd upon the cost structure of the individual producer and the 
division of the output bt^tween the two brands. Tlie elasticitv of 
demand for the two brands depmds upm consumer loyalty to 
tile particular brands. This is something the producer must either 
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estimate or kam thiough the experiexice of price variation. Itie 
latter may not be feasible, however, bccaiuie of the oligopolistic 
nature of the cigarette industl^^ 

Tlie iniposiHon of a new tax or the removal of an old excise tax 
affects the firm in a manner similar to the modification of an excise 
tax. The businessman would prefer to he al)le to pass on the full 
amount of any excise imposcfd upon his prixliict without a dimuni¬ 
tion of safes. Two problems of elasticit) of demand are conce*rned 
in thi.s ca.se: the elasticity of demand for the industry as a whole 
and the elasticity of demand for an individual fimi within the 
industrv-. 

Siip|W>se a tax is to 1 h* le\ied ujxni deep-free/t» units f<ir laHh 
domestic and ct)tnniercial use. If the tax is ptissed on by all pro- 
diKXTS of such units direc't t£) the purchasers f)f this prmliiet, the 
price is increased by the amount of the tax. In the cas<' of a [X)tentiul 
purcliascr of a deep-freeze unit, the increase in price may cnmse him 
to refrain from pun^hasing and, instead, niake use of a rental deep¬ 
freeze l(K'ker in a pul>lich' operated dwp-freczer storage unit, 
assuming one i.s available. Or he may prefer to dispense w^ith a 
dwp-freeze unit entirely and continin* to l)uy or pack frozen goods 
in C|uantities small enough to handle in the freezing unit of his 
refrigerator. This w^nild indicate some degree of elasticity in the 
over-all demand for dtx’p-freeze units. If the demand is rjuite elastic, 
the addition of the total amount of the tax may caii.se a reduc^tioii of 
safes in the industr). The over-all elasticity of demand for this 
product would dcfreiul upon the alternatises open to the ]X>tentiaI 
purchaser for the pre,ser\’ation of food by other means. 

In the ca.se of the individual firm the addition of the full amount 
of the tax depends upon tJu; elasticit) of demand for that particular 
firm, Ijet us siippoM^ that the indiistrs^ adopts the practice of (pioting 
prices including the tax, so that the price tag .shows the retail price 
plus the tax in a single amount. This does not mean that all firms 
in the industry- will merely add the amount of the tax to tlie existing 
pritx? for the product. The problem for the individual produc^er or 
seller is whether or not he will make a price adjustment because of 
the tax. For the retailer this problem is further complicated If the 
producers of detipfreeze units have adopted soHcalled **fair-trade'* 
prices, i.e.. the price to the purchaser is fixed by the producer, and 
when subseciuently sold to the purchaser by the retailer that is the 
price to be charged. The demar^ curve of the retailer may be quite 
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from that of tlu* pr^xlucer. From both the producers* and 
the sellers' viewjioitits the greater the nufnl>er of available substi¬ 
tutes for deep*free/e units, the mure ehistie the demand cnirvc for 
the industry, aiul the greater the number of producers of deep¬ 
freeze units in tl)e iitdiistry, the more elastic the cijr\(‘ for any one 
imii\ idual prtKlueer. Where an industry is highly oligopolistic with 

Kxhihii I 
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an inelastic (h-mand cur\e for the industry, the tax may lie more 
easily passed on to the consumer of the pn)duet. Where' the' iiidustr} 
is highly oligojiolistic but with an elastic dt*^inand curve, there inav 
1h* ohstaeles to the passing-ou of the tax in its entirety. 

'fhe short-ruu effect of an excise tax ujhiii a Bnn in a monopolistic 
^losition tnay \m' illuslnited graphicalK as shown in Exhibit 1. In a 
[K»sition of ec{iiilibriutn the firm would h<* inaxiinizing profits b\^ 
prTHhicing output (\) imd charging pritv OP. TIjc ini|K>sition of an 
exciM* tax would moan that the exist of selling the prothict would 
Ix' increased bv the amount of the lax. That is to sav, for even 
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unit sold, the seller must remit to the tax collector tlut amount re¬ 
quired by law whether he actually cidlccts it or not. Presumably, 
he wishes to collect the full amount of the tax. The addition of the 
tax raises his cost per unit, us shown hv tlu* new total unit cost 
curve TVC' and marginal unit cost curve MVC\ ctunpared to the 
original cur\'es TUC and \(VC, respectively. In order to ntavimr/e 
profits under this new cost stniclurt*. the finn will reduc't^ output 
to and charge price OP\ While the firm is st llijig few*er units, 
it is charging a higher price in tlie ainoiiut of /7*' on each unit .sold. 
This means that. iHX-ausc of the tax le\i(‘d upon the prcnlueer. the 
price has fx'en raised to tin- consunuT. However. the firm has not 
Ihhmi able to pass along tlie entire amount of the tax liec.uise the 
t<Jla] [rrolits of the finn imdcfr the new c'osl strueturr* are represented 
hv tlie rectangle PHAP\ uhcr(‘as hc^foie tlir tax (lu‘\ amounted to 
A/\(7*. which is inncli larger. Had tlie firm been abU* to pass along 
tlu' entire amount tlie tax. profits would not lravt‘ lw*en ri’duwl. 
If tlu" firm il(*ci(h‘d to absorb all tb<‘ tax, profits W4Mild be even less 
than represented b\ i(‘i1.4ngh^ PHAV\ In tlu' ease shouii, the seller 
must absorb part of the tax. 

The l(‘%fl to wbu'h priee will be niiserl and the tax pass«*d mi to a 
greater degree de[X‘n<ls upon the elasticitv ol demand and u|X)n the 
shape of the r<*h»\anl cost curves. The long*run elf«*cts of (he inei- 
<leiice ol the tax d< [)end upon a iiumlMT of fat tors which v% ill not be 
discussed here. We wish t<» enipbasi/e here tluit the firm will not 
alw ays find it most pnifitable to assume that it inav tutliei pass on an 
excise tax in its entiretv to the purchaser or improve its position liy 
annplete absorfitioii of the tax. 

Income Taxen 

The effect of an income tax iipm the Iwdiavior of tlie Imsinessnian 
is simievvhat U‘ss direct than that of an f-xiise tax. While the excise 
tax is a levy w^liich must be paid for <*atli unit prcKluccd and Sfdd, 
the income tax is not Icvi<'d unless a prescriln^d miriinium profit 
results from basinoss op<rration,s. A certain j'lerctjrilage of prtifit 
alx>vc a states! inininium is paid to the tax nilleetor according to 
thf* pre.scTiptions of the current incsDnie tax law's. In a sense this is 
a sharing of the profit.s of the business firm with the cornniunity 
through the tax-^^ollection agency. As pointed out in Part I,' profit 
computed for puiposcs of taxation is imt the same a.s ixTinomic 
scf p . a 
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profit or profit in the businessman s meaning* Since no tax is paid 
unless a profit of a certain amount is exce^ed, the definftkm of 
profit for tax purposes (income) becomes of paramount importance* 
To repeat again, since profit is defined to a cxmsiderable extent bv 
the definition of cost, which is deductable from income, a great 
deal of the income tax laws deal with allowable costs of carrying on 
business. 

Among the more imp>rtant definitions of cost of operations are 
those of depreciation and depletion, inventory valuation, capital 
versus revenue exjxmditurt!, inler<tst, and various contingency re- 
servi^. Any rnmlification in the legal definition or interpretation of 
thvse item.s means a corresponding variation in the amount of net 
pnifit for tax pur|X)ses. It is not only the cummt definition of these 
costs which are iinpxtant to the l)usincssman hut c‘X{>ected changes 
which may lx* made in them eitlier hy legislative action or by 
judicial interpretation. In conjunction with expH ted changes in the 
definition of cost (profit) arc expected changes in the rate of taxa¬ 
tion and tht' tux Imse. These considerations enter into the business¬ 
man's calculations of the future and affect business p)licv. This 
pdiev aflect.s not only the volume of future business activity but also 
its tiuiing. 

Expx’ted chiuiges in the Lw may cause a shift in the timing 
of certain business decisions or p)ssiblv the execution of deci¬ 
sions previously made. An exp*cted change in the allowable rate 
of depreciation may cause a capital investment to be made ear¬ 
lier than WMS originallv planned or the |X)stpoireint*nl or canccdla- 
tion of phuis already made, A change in the allowable rate of de¬ 
preciation (U depleti<m inav make profitable an investment which 
rankl'd as uitpiofitable under the old rate. The higher the rate of 
depreciation, the lower the stated net profit, Since deductions from 
revenue for depreciation arc charges against income rather than a 
pivmcnt outside the finn, it means that the higher rate of deprecia¬ 
tion [x:»nnits a firm to retain more of its rtKjeipts, These receipts 
arc not nc^ccssar^ly kept in cash but may bf! invested in inventory 
or used to finance new capital investment. It also means a reduction 
in tax liability, wbteh also increases the net worth of the firm for 
a given rev enue* 

An cx|X!rientx* of this nature was witnessed in the United States 
during the recent war, w'hen firms purchasing new equipment few* 
the express purjxxse of manufacttmng w^r mat^el were permitted 
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to write off such investment at a much more rapid rate than nor¬ 
mally. The result of such a policy on the |>a,rt the government 
was to induce busiitessmtm to expand war prodiutuHi much more 
rapidly. The same principle applies in }>eacetiine, EsjH'ciall)* may 
this be true in the case of new finns whose resources are extremely 
limited so that tliere is a net*d to build up a r(*serve as rapidly as 
possible. The writing-off of a major portion of the capital exixmses 
in the early life of a new' firm, as c'ontrasted to a much lower rate 
of amortization required by law*, may Ik’ the differeiict* In^twc^n 
abandonment of tlie v entiire and th<* decision to undertake the risk. 
This is the argument frequently advanced to emtjuragt' the growth 
of new' eiiteq^rise. In addition, it is suggested that so-CiilliHl ' new' 
businesses'' lx* giN en a much lawyer rate of taxation for some spt^ 
cifie pericKl until they are able to maintain thejnselves and pay 
the regular rate. Should sucli legislation In^ approved, it W'ould 
perhaps affect the inetliod of expansion of old firms as well as iu*w. 
An old firm, instead of expanding its ofxratioiis under its existing 
airporale structure, might organize a new cor[>oratioii to eo> er some 
specific expansion, such as tlu‘ addition of a new product to its line, 
in order to obtain the tax ad\mituge and thus maximiz.t^ profits. 
This assumes that the law' is so drafted as to define a firm and a 
cor|X)ratiou as synonymous. 

Depletion allowances for tfie purpose^ of C'onipnting net income 
also affect the developnumt of tlx* mineral industries. The sinking 
r»f an oil w'ell, for example, involves con.sidmable risk, clnefly that 
the w*ell may turn out to Ix' a dr>' hole, E^ en if the wi'll produces, 
the amount it will prcKluce over its lifetime is unknow n, so that the 
risks undertaken in oil-well drilling call for c^)nsiderable investmemt, 
which the owner w ishes to recover as rapidly as {Hissible. If the 
rate of allowable depletion is Kw for lax purposes, the net income 
after taxes may be so small as to discourage the <jiiest for new W'ells, 
particularly on the part of small prospectors w'ho ojx^rate on a 
“shoestring"' basis. For a mining firm already in existrnct* a change 
in the rate of depletion will not have the same effect upon its o|>era- 
tions as it will upon contemplated new' mining operations. The 
effect of a change in the depletion all(m’anc<?s will nxKlify the 
profits from a given rex'enue accordingly. Whether or not it will 
cause an existing mining firm to cio.se is another matter, sSince the 
allowances for depletion are not used to replace capital in the form 
of natural resources in the same sense that a manufacturing firm 
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replaces its capital tools, plant, and equipment. Thi?refore, a rate 
of dc*|>letion which is proj)ortionat«*Iy reduced, as are depreciation 
rates for other capita! assets, d<H*s not make the niinin); firm un¬ 
profitable in th(* sense that it w'otild a manufacturing firm w^hidi 
may be able to dispoM' of its assets for alteniative uses. Natural re- 
source\s arc not mobile, nor can they be cTeated: heiicc* there may 
1 ;h? a tendency to work tfiein until they are physically df^plctexl, once 
the investment is made, rr^gardless of the (ie[>letion allowances. 

Tfie metluxl of inventory valuation for tla* purfK)se of making 
up a slaleinent of profit and loss is also affectc'd by tax law's. In¬ 
ventory which is acc'umnlated over fhe inconu* [xmickI is ordinarily 
purchased at varving prices. Some of the inviMitorc' which is on 
hand at the close of the* |M*riod probably \\\is purchased at different 
prices. If prices are rising and thr* inventors is valued at the lower 
price, the profits of the firm will include gains other than from 
iniinufacturing and selling operations. If tlie firm washed to keep 
its taxable^ income at the lowest possilde figure, then it w'onld value 
the in\ enlory at the higher current market price s. This wcuild reduc e 
the lax liabililv on a given revenue. If the inventory wctc valued 
at its original cost, the n (he profits of the* firm would l)c liigher and 
a higher tax liability would be incurred. 1*he businessman is not, 
howawer, at lilx'iiv to make use* of these alternative valuations at 
his pleasure for tax purposes. The income' lax laws have imposed 
some limitations upon his acti<ins in this rc'spect. 

Many firms make use' of invenlorv syste ms known as "FIF(V*— 
first In, first out—and '"I JFO"—last in, first out—as a nic'thod of iii- 
vemtory valuation. Ibuh'r the first niethcKl, when finished gtxKls are 
sold or a withdrawal is made from inventory for sale without further 
pnx'essing ( as in the case* of a niail stored the cost of the inventory 
is calculated at the price paid for the oldest iiuentorN^ on hand, i.e,. 
the first in stock. This means that in a period of rising prices the pnif- 
its of the firm will be stall'd at a higher figure than if market pria' of 
inventory were iiscntl as cost of gcxxls .sold. The reverse wi>uld hv 
the ciise in a jjcriod of falling pric'C's. Under the sc'cond method, 
UFO, the exist of gocKls sold is calculated as the price paid for 
the most rea’ut addition to inventory, so that cost of goods sold 
w*ill reffect higher costs in a ixriod of rising prices. In a period of 
falling prices the effect will he just the opjxisite. I!>cpending upon 
the" phase of the business cycle, one system will obtain an advantage 
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over the other. There may he reason, from the tax viev^’|>oi«L to 
change from one niethcKl of in\ entoiy \'uItiaiion to tin* other. This 
calls for a forecast of tlie future treiul of prices as it c^nitx-ms the 
business firm invoKed. Furthermore, in most cas<'s it re(|uircs j>er* 
mission of the Commissioner of Intt^na! Reveiuie to shift from 
one method to another, In spite of the i«;U|iured |H*rmission, it is to 
the hiisiiiessinan s advantagt* to invesligate the (ax liahilitx' under 
the two metluxls as Vmsiness cxmditions ihange, in oidt*r to keep 
his tax liahilitv at a nuniniitm. 

UiuicT present tax law one of the most impoiiant pnnlsions is 
that which {XTinits llie interest on rollalerul and deU^ntuie IkhuIs 
to he d<‘dueted as a husiness e‘XjM*use, whih' dixkh^nds ii|)on prt'- 
ferred and conurum stock art* not so consiilered. This piovision 
iiffccts husiness decisi(Kis as to na-thods of financing, i.«‘., thti tv|>f 
of security which tlie firm max offer for sale to raise more funds. 
For f’xample, assume that an industrial torporaiion is in ncvd of 
additional funds for \xi)tkiug eapital and I’xpansioti. Als4i assume, 
as far as the security mark(*t is conct'rned. that the record of earnings 
of tin* firm Inis smh that it lonld market xvith eijual facility 
(^ithei stocks or bonds, With given e\|>e<ted owenues from addi¬ 
tional working capital and additional capital inxestnif^iil, the finn, 
if it issiietl bonds, could deduct tlie amount ot interest paid as a 
husiness expense and tlms lower its tax liahilify. If, on the other 
hand, it fiiiancc^d through sI<k ks. the amount wliieli would liaxc* been 
paid as inten*st on bonds is not tledm lihle. 'Mieiadore. tlu* income 
of th(‘ firm would he higlier, wliic h xxrmid increase its tax liability^ 
esjH’ciallv if the amount wi^e of Mifhcienl size to |>Iaci‘ the firm in 
a much higher surtax or excess piofits tax hraeket. It is not meant 
to conxey the idea liere that tax considerations are the only basis 
for offering one kind of scciirilx ratln^r than anolhi'r, Of equal 
importance is a forf*east of expeett^d future business aiuditions. If 
a firm assumes a fixcxl ohligaiiun in the form of honds, it must 
anticipate that [)rice and xolume of output wall not fluctuate to such 
a degree that it will impair the finns ahilitx to meet the fixed 
charges incurred. There is also the attitudtr of iht* security market 
tOM^ard stocks and Inmds at the time lh<^ issue is ex[x*cted to l>e 
offered. The premium or discxniiil which may attach itsedf to one 
or the other of the tvpes of securities will, in ail probability, affec^t 
the of security the firm may attempt to market. Oiir purpose 
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here is to emphasize the role that the tax laws may in influ¬ 
encing business decisions so as to maximize profit within the frame¬ 
work of existing tax law. 

TRICE roiJCV A\D COMTETITION 

While prict? policy and competition are not the same thing, tliey 
are so closely associated with each other that they will be discussed 
jointly. Only a few of the high spots covering public policy toward 
pricing and corii|H*titinn will l)e undertaken. Cerieruliy speaking, 
tlje businessman is limited in the arena of price policy only by the 
interaction of demand and supply in the market. That is to say, lie 
is free to charge us high a pric*^ as the trafiic will bear or sell liis 
pnxliict at as low a price as he chcxist^s. On occasion, however, the* 
pursuit of either or lK)th of these two extremes in pricing attracts 
the crilictsm and scrutiny of the public, and demands are made upon 
govenmieiit, by affec ted groups, to do something alxuit the pricing 
inethcxl.s of a partic*ular finn or industry. On the one hand, the 
clamor for some regulation of price's is usscKiated with the monop 
olistic {Kisifion of a firm or indii.str>\ while, on the other, the demand 
for prices regulation arises iK'cause of tcK) much or "cutthroat"' com¬ 
petition. 

Legal Ref^uUuion of Price Policy 

With tlie excc'ption of common carriers and goveniment-operated 
entei*pri,ses, the federal governiiienl has eiigagecl in little or no direct 
price fixing other than in times of w’ar emergency. Almost all the 
regulations coiKTrniiig price [Xilicv have emerged from decisions of 
ecnirts and administrative* agendes, chiefly the Federal Trade Com* 
mission, Tliis numns that all sucli decisions are the result of a chal¬ 
lenge of the pricing practices of firms by the government agency 
exmeemed. Tlnw, there is an element of unc'crtainty as to the 
Wgality of certain pricing practices of business, and the status of 
such practict's can be d<*termiiied only b\ making an issue of the 
practice* and testing it in the courts. Thus it is possible tliat practice's 
which have prevailed for years and been acceptable to society may, 
because of changing attitudes and d\'namic change, be challenged- 
Where such action <wcurs and the pricing practice is modified or 
forbidden entirely, it calls for a compliance with the court decree 
to the extent ordered. On the assmnption that the pricing methods 
before bt'ing challenged w^ere so organized as to maximize profits. 
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the businessman must reappraise his price pnlicy so as to conform 
to the law and at the same time maximize his proQts within the new 
limitations. On occasion this may mean quite an upheaval in long* 
estabbshed methods of distribution and production, while in others 
it may be Icfss serious^ In cases where a giv'en pricT policy is declared 
illegal, tin* court opinion usually does not proWde alternative policies 
which the defendant may follow but leaves him to determine for 
himself a new price policy which he hopes will not bring him again 
into conflict with tlu' law*. 

Perhaps the outstanding example of this sort is the rctxmt Supreme 
Court deci.sion on the liasiiig-pnnl system. Simply statexh a basing- 
point system is one in which sorm* IcK'iition is chosen as a point 
from which transportation charges are coniputtd to the p)int of 
lirlivery, regardless of tlie point from w'hieh the prcKlucl is actually 
shipp'd. The pric*e is then (juoted eithi'r the base point or, as 
is TiK»re often the ea,se, the deliverc'<l price at d('.stination. Siikx* all 
producers of the commodity may not b<' loi atc'd at the basing print, 
it means that the net proa’cds to the pioduc«*r after pa> ing freiglit 
will not be the same in the case of all sales, Thct busingqroint system, 
then, is basically one of price discrimination. In the Cement case^ 
it was prored to the satisfaction of the cmirt tliat these identical 
delivered prices were the result of collusion among prcnhicx^rs, but 
it do<\s not necx*.ssarily follow that all delivered pricing sy.stems are 
hased on collusive action. There is still a great tleal of confusion in 
the minds of many busine.ssmen, how^ever, as to what extent a dc* 
livered pricing system may be used. 

EffectM of Legal Restraini on Price Policy 

Of concern here Ls not so much the legality of the basing-pomt 
sv'slcm as it is the efl^ect of a judicial or administrative deerrex; order¬ 
ing a modification of tlie system. ITie abandonment of the basing- 
point system of pricing is not simpU' one of changing price policy 
to f.o.b, mill as a permanent solution. Such a step may provide an 
immediate compliance with the legal re<juirements. but it does not 
solve the economic problem of the finn, namely, the maxiinization 
of profit. Indeed, the adoption of an f.o.b, prirx? may rrjsuU in an 
unprofitable situation for some firms in the industry afftHrled. Fur¬ 
thermore, the “solution” to the proldem may not lie entirely in the 

* FT.C. V. The Cement IntmuU. m U S. m (194«). 

*thtd. 
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field c>f price administration at all bnt in the modification of other 
factors, such as size of phut hx'ation of plant, mode of transporta¬ 
tion, size and extent of niarket, t\|K* of product, degree of spifcialiam- 
tion (or |K)s.sjbiIity of s]KfciaUzation or integration) of prcKluct and 
op«*ratioiis, relative einplo) tnent of labor and capital ecjiiipinent, and 
many others. Prieto is affeeteil In cost. That is to say, a product will 
not in* prexhiced in the short riif> when price fails to clover variable 
cost, or in the long run when price fails to u)\(*r total co.st. Cost is 
atrccted by volume of output. VVitlnn limits, the unit ant of pro¬ 
duction will decline with an increase in output. Hiit vohinte of pro¬ 
duction is governed by the pvodnetivity of labor and capital and the 
size ol the market. Prict‘ also aflects tht‘ size of the market, in that 
a higher price, relative to competitors, re(lnet‘N tlie size of thi* market, 
while a lower price lends to iiuTease the size of iIm* mark<*t. 

Price (lisiTimination [M^rinits a firm to extend its market and thus 
lower unit eost of prodnetion, so that jHofit is iner(*ase<l. VMiere 
market.s are .S(*paral(‘d bv ignoiaiia . leg.d barrii^r. or collusion, ad¬ 
ditional volume ean Iw* sold in another market at higher or lr)\V(‘r 
prices than in the exislii»g market. The seller then has the udvantagt* 
of prodneing additional units at deereasing marginal eost, prov id<*d 
that he is o|H’fating within that particular rangt^ on fus cost curve. 
This permits tlie avreptance of a lovver price than he would be 
willing to accept if he prkt»d all units on the basis t>f marginal cost 
relative to priKlticlitui for the existing market.' W here sneh pric iiig 
prac tices e.\isl without intt'rfcTC'nce for long [ktiocIs of time, it mav 
eausc’ plant capacitv to increase. Loi^ational factors apjx*ar to Ik* of 
less iiin>oitaiicc and transjvortalion of finished products becomes 
more imiK)i't.mt tlum tliut of raw niatcTialN. W'lien price discrimina- 
ttoii is (diminated or modified by legal decree t»r removal of barriers 
separating the niarkt‘ts. tlic' firm is forced to make some adjustments, 
dlicrefore, considerations other than tlie iner<‘ changing of the 
un^tiiod of (piuting prict' inu.st enter the calculations of the finn if it 
i.s to maximize pndits or minimize los.ses. It may be nect!*ssar\^ to 
revamp the entire iimHIuhI of poxhiction and distribution. 

U the result of the elimination of price discrimination is to a>n- 
trnf t the size of the market for the firm, it must auisider the reduc¬ 
tion in output and the subsequent effex't ii[K)n unit cost. Hie busi- 

* If tiM' fimv w to oUiiin m hijirtuyr thjn in ttw?- prtscnl m4rkf<, 

iavrmM'tl vulntnr ni>t onl\ unit cost but aIku the raaif*iu ul 

prr unit tuviiusi' of immiM* in m.wirttituf TfM’mic. 
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nessman may wish to revise upward hts price in the local market if 
las unit cost rises and the demand cur\ e is of sufficient inelasticity. 
The result of the elimination of price* discTiinination may have con- 
sidc^rable effect uj)on the shap^ as well as the |x>sition of his own 
demand ciirv^e. This will probably afft-t^t his volume i>f output luid, 
in the long run, his pria^ It may also Ih* possible to rckxale purl of 
his plant so as to reduce capacity in his lo(*ul market and place him 
in a more ct)m[>etitive pjsititiu in more ilistant markets wluth he 
formerly served tlirongh price discrimination. There is also the |>ossi* 
bility of differentiating his product so that he may amunand a 
liigher price for it in lH)th local and distant markets in order to keep 
liis volume high and unit c<)st as low as jMissible. Where the market 
for his prtKlucl is curtailed by ll»e n^slrit tion of price discrimination, 
the businessman may c(»nsid(T the addition of other products to his 
line when tlic market and ttHhiiicalities of production will pr nnil. 
In anv event the ad|ustineijt is not (‘onfitu'd merelv to th<* sphere in 
wliich the rcslrictitni most*. Th<‘ perspective tif the firm may 

change lu'causc the modification in price jvoliev. 

Hemle Price Maintcfiance 

All Imt three of the states in the United Slates have statutes which 
p<Tmit th(* fixing of resale prices by the manulac turer cjf branded 
prr)dMets. Siu h laws affect llie piiee [Milies of mans linns. For the 
prodticiT it affnr<ls some degn*e of pricr ctaitrol over the sale of 
his product to tlu* final eonsunier. In elleti, it jXTinits tin* rnaiue 
facturer to set the margin for thos<* firms infennediatc- in the di.stri* 
button pnKvs.s, sueli as wliolesalers and jobluTs. 'fhe laws pemiit 
viTtk‘al price agi(*ements under certain (otHlitions, and, while no 
spc^cific pcuiulties are eslalilishcd for failure io adhere to the* tenns 
of tlu^se agrcrcincnls. the prcK!uc*c*i of tlie branded article* may bring 
suit ill state omrls to enforce such agreements. 

W here tlie retaiU'i is fn/c to c haige whutev irr jirio’ be cJuxises for 
the products he sells, the anioimt of his margin is his personal choice. 
He may reduce prices to attract custcimc'rs to bis platx? of business. 
By accepting a rednc<r<l margin on the cut-pric<* mercliandist% he 
may hojx* to sell other prcKlucts on which there has been no price 
reduction. Under such conditioii.s price compf*tition is not subject 
to control by any other than the retaib’r. 

If the produt'cr of a branded conimtxlity feels that frerpient and 
large prici* changes are detrimental to his oprrations, he may enter 
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into a male price agreement and prevent further price cutting by 
retailers. V^lierc retailers arc numerous and the product concern^ is 
one which attracts a large numlM*r of buyers by sharp price reduc- 
tiofis, (simpctitiofi in that article may reach a cuithniat stage. As de¬ 
mand for the prodiKi Huciiiates from frecjnent price changes, it may 
affect the rate of protluction of the producer to such an extent that 
he finds his costs reflecting the situation. If the result of priw? wars in 
his product are such that the demand from retailers is erratic, he 
may find his production schedule on a "feast or famine"' basis, or 
he must cany' a sufficiently large inventory so as to meet sudden 
chaiig<^ in demand. Hicse factors increase risks and thus costs. 

If the pnxhiaT is engaged in the inamifacture of a product in 
which there are relatively few manufaettners, so that competition at 
the pniductivo level is highly monopoli.stic or oligopolistic^ he will 
find it to liis advantage to transfer price com|H*tition from the retail 
level to the nianufactiiriiig level, where price polky will j>erhaps fol¬ 
low a much more stable pattern of Iwrhavior than at the retail level. 
Stabilization of priev will lend to eliminate the changes in rate of 
sales and production due to movements of pric(» up and down tlie 
demand (?ur\<*, but it will not elirninate changes in output resj,)ond- 
iiig to shift.s in the demand eiirve. The foregoing is based u{K>n the 
assumption that the retailer w ill abide by the provisions of the resale 
price CY)ntracts and charge the established price at ail times. This 
eliminates price coni[X'tttioii at the retail level in the sales of the 
product of one manufucturer by sc?veral retail outlets. To the extent 
that amipeting pnalucts enjoy price stability by similar means at the 
retail kwel, price aniipetition in the industry is substantially ar¬ 
rested. 

The a)in of resale pik^ maintenance apjH^ars to liave two sides, 
however. When the rale of pnxlnction and consumption are alx)ut 
the same so that then.' is no pressure on priw at the retail level, price- 
maintenance contracts apjxw to work fairly w^ell. When, on the 
otlu'r hand, there is rtnpiired cHmsideruble safes effort to keep an item 
moving, there is a temptation to shade price in order to inaiiitain 
or imn-ease sales, Enfurcement then liec'omes difficult. 

In the case of some particular pitKhicts, such as some of the du¬ 
rable gcxxls, pritT cutting may develop on a large scale. Frequently 
thi.s results in a demand upon the produc'cr by retailers who adhere 
to the contract price to take action against the violators of the con- 
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tract. Such a step may mean the loss of large outlets by the producer* 
and he finds himself in somewhat of a dilemma. If competition is of 
a higWy monopolistic or oligopolistic nature at the productive lewi 
he probably will find that his competitors arc in a similar position, 
so that a reduction of prices at tlie manufacturers" level may aitronv 
plish little, since any reduction may liring forth a similar nxluction 
by his competitors. The pnxhicer may take no action whatever and 
tacitly give a nod to those retailers who adhere to the resale priix* to 
in^ike reduc*tions theimcdves and thus shift the initiative of a price 
cut from his ow^n competitive level to llw? retail level 

But this may not work out to his long-run advantage. If the result 
is a general pria* reduction at the retail level, there will probably 
ari.s«‘ some pressure from retailers to re-c‘stablisli the margin of profit 
which existed under the resale price and then the problem of pric^ 
re<luction is forced back to tlic lexel <'f the niamifacturer. If be fails 
to do this, he mav find that the retailers will tend to push the sale 
of cYnnjw*ting products on whieh (here i.s a higher margin. If the pro¬ 
ducer s industry is one in which there is a price leader and the par* 
ticular priKlncer under pri»ssiire is ia)t the leader, he lincls his |>osi- 
tion more [Kfrilous. In such a situation it may lieluK^vt* liirn to attempt 
to shift (Mupliasis from prkt* co!iipc‘tition to some other characteri.sttc 
of compi'tition, a inox e which may prox e lallici exjx nsiv<\ 

Resale price maintenance is not a panacea for ciitthrcwt ctm- 
petition at the retail level for any particular manufacturer, While 
it has IxUh advantages and disadvantages, the Inisintfssinan would 
do well to proceed with caution in taking advantage of the legal 
provisions for the regulation of price. In the case of finns Mrrving 
a national market, there is a possibility that eont}X*tition among 
retailers in their respective products may W eliminated by the or¬ 
ganization of a retail distributive group of their owii. Tin's ha.s lK*en 
done by several of tlu* office machine inaniifatiurers and sonu* of 
ifie gitsoline refining companies. There are uls<» some mixed organi¬ 
zations, that is, the ils<^ of factory branches in areas large enough 
to support sucli an outlet and the use of indeixndent outlets in 
market areas tex) small or scattcTcd to warrant the establishrmrnt of 
a factorv' branch. If on a sufficient scale, the factorv branches mav 
be able to police price cxjmjx^tition among the independent outlets 
through price leadership. Such organizations, however, require con- 
siderai>Ie capital investment and a complex system of management 
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and cnntn)l Independent outlets assist the producer in canning 
iTivciitryr>% while a wholIvKiwried distributive organization places 
this burden ujxin the producer. 

Public Regulation of Com}}€iiiion 

The integration of pnKliiction and distribution introduces another 
problem (»f corn|>t'tition whicli is affected b> public |W>lit'y. This is 
the control of monopoly. No discussion of the Sherman Act and its 
ainentiments will Ik* uiuU'rtaken here, other lliar» to jx>int out that 
the interpretations of the law are not clear. Whether or not a par¬ 
ticular move hv a firm tends toward monopoly in the legal sense is a 
matter for the firm to take up with legal counsel. Within tin* limits 
of the law the eumomics of the firm will l>e adjusted accordingly. 
Acts which are forbidden may raise tlie cf»sts of the firm and thus 
r(‘Wct*t higher pri(‘<‘s, while [MTiuissihlc acts may have the opposite 
effects. 

When a firm is in the process of growth, many opportunities lor 
economies arise. A firm which firiginally engaged in (he productixe 
.stage aloiH' may tiiscox er some inethfKl of increasing its output con- 
sidenihly. Heforr* the production is actually undertaken, soim* nu^ris 
<if marketing the increasc'd output must he found. Fossihly an adx er- 
tisirig campaign, coupled with c*ducation j»f deal(*rs and retailc*rs, will 
acesunphsh tiu* job. In another situation it may he feasihle to st»t up 
;mi organi/ation in the form of a di\'ision or suhsidiars' to lake over 
the entire marketing prcKc^ss. This may he done in several ways. 

The firm may set out to organi/e its marketing division from 
scTatch. Such a step is exjx'iisive and rc(juin*s a long p'riod of time, 
A muc h more rapid and frecjucmlly l(\ss e.\pensi\r melliCKl is to ac- 
cpiirt* an organization in the field which is a going concern. This may 
be done by merger, purchase*, or contract. Sucli a sh»p usually re¬ 
quires some rt^)rgani/.atioii, however, since llu* newly acejuired firm 
has not ncrccvssarily been so set up as to Ik? able iinmediatelv to s|k?- 
ctali/e in the distribution of the products of one particular manufac¬ 
turer. In any exent, there arises the cjueslion as to whether or not 
such a Step suppresses (X]m|H?tition so that the law is violated. Under 
our system of law the c*onsolidation is usually an accomplished fact 
before legal action Ix'gin.s, so that a dissolution is a costly prcKcss, 

The motive for expansion may o|H*rate in another direction. A 
gtxeri finn may find that it could sell more of its product if it were 
able to produce it. It could crxpand by building additional plant and 
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equipment but that also requires time. The acc|ihsition of a supplier 
or a competitor is more rapid and again may lx* less exjHnisive, But 
here, again, the husiiiessinau Is eonfroiited with the law. In this same 
instance the acquisition of a (xjmpetitor may liring alK)tit Um»er unit 
cost and heiic^e permit a Ix^tter comjx^titi\c jH>sition when the ac* 
quisition is completed. If such <Kvinornies were the motive hut the 
<x)nsohdation were forbidden In law. the firm would not then lx* 
able to lower aists in that manner. In sm h a case the finii, if it 
insists upon expanding, will Im* forc*«'tl to sei'k somf‘ other methexi 
of doing so, such as biiildtitg new plant and (‘(juipment. 

There is also the nuaixe incnlioruHl earlier, that of acquiring a 
supplier in order to rethice the prirc paul lor raw or seinipr(K.‘esscd 
materials. A finn nia\ be purchasinii sucli materials from another 
finn. If this item is a substantial eh'inent (if cost and the firm is 
not abh* to olitain it at a lower prit'e elst^wliere, it rnav enhance 
its profits bv acquiring tin* finn wbich supplit's this mat(*riai. Th«? 
firm would then Ih^ itl>l(' to supply its(*U at cost and n<Jt pay the 
margin <»f profit it fonuerlv paid to the !n(le|x*n(lent supplier, If, 
ho\vt‘\er. the iKHpiio'd firm was also supplying (’onqx titors of the 
tirni making the |)urchasc\ the newb eonsotidatcHl firm would find 
itself l)oth suppbing its compi'titors and completing with them in 
the market for the finished product, rhis would give the int(‘giated 
firm a competitive advantage' ovt‘i the tn>ninl<*grale(l firm in tin* 
field, csp<'ciallv’ if tiu' ;j(.‘<juirr‘d finn enjoved a substantial (h'gree of 
momqxdistic c'omjH'tition In'tore being taken over bv its former 
eii.stoiiicr. ()<(\isi(mallv^ the law sti’ps in and sets up reqiiiri’ments 
governing the prict* policy of llie integrated finn in order to pro- 
ti*ct conijH'titors from priu/ disiTimiiialion. This might affect the 
economics which the integrated firm hojX'd to achieve. It also would 
place this firm on guard against alh'gations of predatory pricing 
practices. Tlie finn then would have less freedom in its pricing }Xili- 
cies than bi^fore. 

On the ;i.ssiiiTiplion that integration (xcurs lx?cau.se of the* econo¬ 
mics of large-scale pnKluction and distribution, any legal interfer¬ 
ence affects the costs and prices of tlw* finns involved so that such 
economies cannot alw^ass bo achieved. Tlicse interference's will 
affect the Ix^havior of the firm acaxdingly and forc-c* it to maximize 
its profits within the limitations set forth. l>pc*nding ui)on the pro¬ 
visions and interpretations of the law*, it is sometimers possible to 
achieve the goals of integration by other means which are within the 
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realm of legality. Where the buainessman can present his case to the 
legislators with sufficient evidence to convince them of the econo¬ 
mies involved, he may be able to bring about a change in the legal 
and political climate in which he operates his business. 

LABOR RELATIONS 

Every business firm u.ses labor of some sort. In many cases the 
lalw may consist solely of self-<?rnployfneiit, but in a large number 
of firms lal>or is hired by oral or written c^ontract. Legal restraint 
has governed the establishment of thes«? attracts since the begin¬ 
nings of common law. More nxently lalmr law has btien broadened 
to more than merely protect the contractual rights of the individual 
worker. With the organization of la}>or unions and the recH>gnition 
of collective bargaining. legi.slation has Ix^en approved which sets 
up a 5tmcturt‘ in which c'olicctivc bargaining is tf) carried on. As 
a rt^sult. nurnemus laws and regulations have lK*en passed and issutjd 
which affect the? actions of the firm. Almost all these? requirements 
have some economic effect in>on (lie firm and afft*c*t its policies in 
many fields. 

Tlie right of labor to organize and bargain collectively mean.s that 
groups of workers may join together and refuse to work under con¬ 
ditions not satisfactory to them, I’o the extent that the workers are 
able to keep others from taking their jobs while they refuse to w^ork, 
they are able to moiiofxilize the supply of labor for the firm by w hom 
they are employtHl, If the employer accedes to their demand.s and 
pays a higher wage or agrees to a reduml numiier of hours for the 
sanit* pay. his labor cost.s rise. If everything else remains unchanged^ 
tliere will Ih? a reduction in profits. Usually, the businessman sixiks 
some adjirstmciit so as to recover some tif these lost profits, if at all 
{x>ssible. Perhaps the most frequent short-run ud)ustmeiit is an in¬ 
crease in the price of the prcxhict. but this is not profitable unless 
the elasticity of demand or a shifting of the curve upward and to 
the right permits. The latter is probably more of a long-run phe¬ 
nomenon than the former. Other possible long-run effects are the 
substitution of machinery' or the purchase of more semifinished ma¬ 
terials from suppliers whose cost structure permits them to supply 
it cheaper tlian the finii itself can $emipnx?ess raw material. 

The substitution of machinery^ for hibm may raise some additional 
prohleias. Inoreosed use of automatic equipment may be possible 
(Hily with an increased level of output. This introduces the problem 
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of distribution, which may force the firm to seek a wider market 
and thus considerably change the organization of the fimri. Such a 
se<]uenca of events will not iiecessariiy follow if the fimi is merely 
pfcxlded into increased use of machinery bt^caiise of the increase 
in wages where the machinery w'ould have iHHrn inure profitable 
than Ial>or before the wage increase. The union demand or the de¬ 
cision of a fact-finding or arbitration l)oard. in this case, tends to 
destroy the inertia of a management which faikxl to maximize profits 
under former conditions. 

Minimum Wage Law^ 

The effect of legislation establishing inintmuni wages and maxi- 
mnm hours is similar to an effective demand of a lalmr union. Ivt.'^gal 
action, however, is usuallv applied uiiilaterallv, whereas union action 
is not, except in the casff of industry-wide l»argaining. When a 
miniinuin wage, in excx^ss erf the current wage, is i^tablished, the 
effec't u|K)u the individual firm is tht‘ same a.s that of an excise tax 
applied to physical units, as illustrated in Kxhihit 1 (p. 534). The ef¬ 
fect is to increase unit cost and tlius r<‘duct^ out|iut and the mmrfM^r 
of workers employed under the assumptions of the case. With re¬ 
duced output, the prict* {wr unit of prcHliict may l)e incretised, de- 
jxmding upon the elasticity of the demand c nr\ e, to cover the higher 
w'ages. As in the case of excises taxation, tliere may In? little that the 
firm can do otl«T than to absorb part or all of the increascKl wage 
a)st if the demand curve is highly elastic. I’o low’er costs further in- 
trcxluces the question of whether largci-scalc OjK*rations w^ould re¬ 
sult in a lowering of the entire cost curve and thus a reduction of unit 
cost under the minimum w^age. Allied w ith sue!) a decision are prob¬ 
lems of marketing, finance, and mariagenient, 

Indueiry-Wide Bargaining 

Industry-wide bargaining affects the* lafxir costs of the firm similar 
to minimum-wage legislation. Many lalxjr unions are exerting |Xiliti- 
cal pressure to pennit and legali/x* industry-wide bargaining. At 
present, only tlie coal indiistrv formally practices industry-wide bar¬ 
gaining, but for practical purposes it exists in other industries. Where 
there is a dominajit firm in tiuf field whose agreements with lalior 
unions are awaited by other firms in the industry together with their 
respective locals of the unions involved, a "pattern*' of labor settle¬ 
ments is reached so that the results ap^nroach those of industry-wide 
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biirgainifig. Whcfre either unions foUoH' the lead of the dominant 
firrn» the wage scale bi*c:uriies something of a datum to the smaller 
firms. 'Fheir aists are affected accordingly, and adjustme^nts usually 
come in other phases of economic acli\ ity than in the matter of 
wagc*s and hours aloric. Where govenunent supjKirts or fails to for¬ 
bid industry-wide bargaining, the businessman finds pressure upon 
him to adjust to such conditions. 

Public Settlement of ImIpot PuipitteH 

Public s<’ttleinent of lalior dispiilc*s has increased in rec<*nl years. 
This has had luni.siderabh' iinpact njXHi the lalior costs of firms in¬ 
volved in lalxir disput<‘s. It teii«ls to [lerinit “joekc-yiiig for advan¬ 
tage" bv both unions and inanagc'rnent as to whetluM or not the 
dispute should Ik* subinilteil to fact-finding and public settlement. 
If managenient iH’lh'ves that thf^ nni*>ii demands are excessiN e and 
that facts supjK^rt their |XKsiti(m, which calls for a less c‘osll\ agree*' 
merit, managenuait may procrastinate in reaching a setlh*nient and 
tend to force the disjiute into the jurisdiction of an (ul hoc lacl-find- 
ing Iwiarrl in the hop<* that tin* decision will be in its fa\(»r. If such a 
result is acluc'vech then the economic impact upon tin* firm will be 
less, If, oil thi^ other band, the union is c>f the opinion that the board 
u ill support its (losition rather than that of manag(*ment, it ma\ also 
wisli to cluuiiu'l tlu* dispute to governinenlal and legal niacliiners. 
Manageincnl, in this case, may find it to its advantage to settle the 
dispute on less stringent Ic’rnis if the union is agn^eable. In short, the 
less CHistly method is the csnirse to pursue. 

It is under these cfHiditions that the businessman must make an 
estimate ol tlu* |iolitical climate. If the govemmeiit tends to lean 
more toward support of iniions than of management, serious effort 
should lie made to avoid the transfer of tlu* dispute iH’Vond the 
jurisdiction of the parties iiufilved. Whatever the result, the eco¬ 
nomic organi/ation of the firm will Ik* affected, and. to the extent 
that knowledge and ingenuilv pennit, the busine.ssman is faced with 
udjustinenb of various kinds in an effort to maxiTiiize his profit to 
tlie piint of retaining his capital in that business in the long run or 
prepare to withdraw from activity in that particular field. 

suc:c;ested readings 

Literature in this particular field is practically nonexistent, W’hat little 
there is has lieen in the form of case studies of pimicular firms and has not 
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yet been fomiaUy treated a,s a g^meral subjeel, Itie fe-w readings !iugge4fte<l 
below art? more in the nature of allietl fields than further reading in the 
ISeld of '‘public policy" and the firm.** 

B^rm'MAN, M. ].. and Baoi, G, L. Krf>nfwnic Atialtfsis ami Fublie Policij, 
chap, xxxiii. 2d ed. Now York: ProntKO-Hall, Inc.. Eleinenlary 
treatment of problems of regiilatiott of ('<itnpetitioii, such as prict' dis¬ 
crimination. patent laws, utility regulation. <*tc. 

Bf'TTEits, J. K., and Livi‘\’i-:h. J. Effect (^f Erdvral Taxes on Crouin/f 
Enterf)rises: A Case Study. Boston. Mass.: C»raduiite Schtxd of Busi- 
ness ;\clministrali(m. Harvard Universitv, BM5. A study of the e.xp'n- 
c*iu;es of two firms during a j>i‘ri(>d oi expansion, witli enipfiasis of the 
effect of tax laws upon decisions of the firm as to iiu‘thi»ds fd financirtg, 
exet'ss pr<dits. and retained (Mrnitigs. 

Cbi>tiv, C. K. y.nterprisf in a f ree Sot iety. (Iliicago: Hichard I). Irwin, 
hu*.. ly-4fJ (diaj)ter xiii deals with tin* trfhxt of governincnt aetixitv 
upon business risks and ineemtives. C.hapti r \vi treats the prf»blems of 
tax burdens bv the firm uikI tht* elleet of taxation u[xmj incentives. 
\frsn. \ A. C.'of e rnrnen/ and Husim.ss. \i*w \oik; Harpi^r (x Bros.. 
B)5b. (‘haptt'rs xm. xv ii. and vviii are eoiKcrned with the regulation of 
competition, with particular reference to the (Dayton Act and Bobin- 
son-Paiman itcts, (diapter xxii treats some of the problems c)f pricing 
under the .state resale pric e maiiitt nance acts. 

fW \7/7-/; SATIOS.M, CMWiDE COfiFOHATlOX v. 

COMMISSiOMlR Of IM'EIiSAL HEX EM E, U S. 422 
Air Reduction Sale.s (aimpanv. Pure (airbonic", Inc.. National 
Garhide Carrporation. and W iLsoii Welder .nid Metals ('ompany are 
whollv-owncd .siihsidiaries of Air Reduction C <)r[K)rati«>n. For the 
xrar these subsidiaries rejrorled iiicoine only a.s stated in their 
contracts with the parent-eonipanv, Tlie balance of the inc'Oine of 
these subsidiaries w^as traiisf<'iTetl to the parrnt-conipaiiv. wliich 
reported it as income for the purpose of iiiconu* taxt*s and chx;lared 
excess profits taxes for 1938. TTie Commissioner of IntcTiia! Revenue 
assessed each of lht‘ subsidiaries for deficiencies in income tax and 
declared value excess profits tax for that year. The Tax (.iourt niled 
in favor of the subsidiaries. The Canirt of Appeals reversed. Appeal 
was made by the subsidiaries to tlie United States Supreme Court. 

Mr. N’inson, CJ.: Petitioners arc three wholly owned subsidiaries 
of Air Reduction Corporation (Airco). They sc*ck a detennination 
of the question whether deficiencies in incx^nw^ and declared value 
excess profits taxes for the year 1938 found by the O>mmissioner of 
Internal Rev'enue are properly chargeable to them. Tlieir contention 
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is that they are corporate agents of Atrco, that the income from their 
opi.n'ations is income of Airco, and that income and excess profits 
taxes must l>e determined on that basis. 

By a series of combinations and dissolutions of preWously ac- 
quirtn] subsidiary companies, Airco had, prior to 1938, reduced the 
number <if its subsidiaries to four. All operated strictly in accordance 
with contracts with Airco. The subsidiaries were utilized by Airc-o 
as opcfrating companies in the four major fields of operation in which 
it was engaged. Air Reduction Sales (hinpanv carrit^d on the manU' 
facture and sale of tin* gas<?ou.s constituents of air; National Carbide 
Corporation, the manufacture and sale of calcium ciiibidc^ Pure 
Carlnmic, Inc., the manufacture and sale of carbon dioxide; and 
Wilson Welder and Metals (Company, the maniiiacture and sale of 
welding machines and supplies/ 

The contracts U*tween Airco and its subsidiaries pro\’ided, in 
substance, that the latter were (*mplo\*ed its agents to manage and 
operate plants designed for the pnHluction of tin* products assigned 
to each, and as agents to sell the outputs of the plants. Airco was to 
furnish working capital, executive management and offic:<? facilities 
for its subsidiaries. They in turn agreed to pay Airco all profits in 
excess of six jier c’t'nt on their oiitstaiiding capital stock, which in 
<^ach case was nomitial in amount.'' Title to the assets utilized bv the 
siihsidiarie.s was held by them, and amounts advanml by Airco 
for the purcluise of assets and working capital were shomi on the 
lKK)ks of the subsidiaries as accounts payalde to Airco. 'Hie value of 
the assets of each annpany thus approximated the amount ow€*d 
to Airco. No intm»st ran on these accfnmts. 

Airct> and its subsidiaries wert* organized horizontally into six 
overriding divisions: cw^mrate. o[K'rations, sales, financial, distribu¬ 
tion. and research. Officers heading each division were, in turn, 
officers of the subsidiaries. Top officials of Aircfj held similar posi¬ 
tions in the subsidiar>' companies. Directors of the subsidiaries met 
onlv to ratify the action of the directors and officers of Airai. 

Airco considered the profits turned o\'er to it by the subsidiaries 
pursuant to iIk' contracts as its own ma)me and refxntcd it as such. 
Petitioners re|>orted as income only the six |xt cent return on capital 

'Wilsnn WVUtrf hud a ntH deficit during the year hc-n* tand is not a 

|W'taion«r in this action. 

’"Sales Had outstanding 125 shares td[ stock of $100 par value; Carbides out- 
standing capita] stock was 50 shares ai $100 ixir value, t'^aibrmic ab) had 50 shares 
of $100 par V aloe. 
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that each was entitled to retain. Similarh^ in declaring the value of 
their capital stock for declared value excess profits tax purposc^s, the 
subsidiaries reported only tlve nominal amounts at which the stock 
was carried on the books of each. Tlte Omiitiissiom*r notified peti¬ 
tioners of substantial income and excess profits tax deficiencies in 
their 1938 returns, having taken t!«* {>osition that they are taxable 
on the income turned over to Airco as w^cll as the nominal amounts 
retained. The T;ix Court I>ekl, however, that tlie income from pe¬ 
titioners* operations in excess of six jx^r cent of their capital st<K*k 
WMS income and property of Airco. 

According to the Tax Court’s opinion; ‘The issue which (was de¬ 
cided) in this proccvcling is whether, as the rcsjxmdent has de- 
tenninecl, the incomt* from the 0[>cralions of the thr<»<* |X*litioners lx*- 
longed not to Airco, the parent, but to the petitioners, and was 
taxal)le to them; or whether, as the three pelitioiiei^ contend, the 
inamc from the opc^rations of the {H*lilioners in U)38. exclusive of 
the small amounts paid to j>etiiioners under the contracts, belonged 
and was taxable to Airco, the parent company, lK)lh l)eeause the 
[wrtitioners vvcn^e in fact incor|Hirated departments, divisions, or 
i>ranches of Air(.^)*s lousiness and because the petitioners operated 
pursuant to exjjress contract with Airco/’ 

So far as control is concerned, we can see no difference in prin¬ 
ciple between Airco’s CHintrol of petitioners and that exercised over 
Moline Properties, /m*., b\' its sole stockfiolder. Undoubtedly the 
great majority of coq>orations ownned by sole stfK-klioIders are “dum¬ 
mies” in the sense that their p>licu‘S and day-by-day activith^ are 
deterniiiied not us decisions of the corpjratitm but by their owmcrs 
acting individually. We can see no significance, therefore, in findings 
of fact such as, “The Airco Ixiard held n.*gular nteetings and exer¬ 
cised cx>mplete dominution and CMnitrol over the business of Airct) 
and each of the petitioners,'' and 'The chairman, vkx* chairman, 
and president of Airco were in charge of the administration and 
management of the activities of each petitioner and carried out the 
policies and directives with respect to each petitioner as promul¬ 
gated by the Airco board.” We reversed the Board of Tax Appeals In 
Moline Properties in the fact* of its finding that “Full lieneficial 
ownership w^as in Tlioinpson (the sole stcK’kholder), who continued 
to manage and regard the propeniy as his own individually. 

Some stress was placed by the Tax Court, and by petitioners tn 
argument here, u|>oij the form of ownership of assets adopted by 
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Airco and its subsidiaries. Petitioners’ capital stock was, as has becm 
stated^ nominal in amount. Assets of considerable value, to which 
title was held by the subsidiaries, were balanc-ed by accounts pay¬ 
able to Airco on the Inxiks of each. Tlie Tax C^ourt thought it ma- 
tcTial that ”All a.s'sets held by each p(*titiontT we?re furnished to it 
by Airco, which paid for them with its own cash or stock. Airco sup¬ 
plied all the working capital of each |vt‘titioner/‘ 

If Airco had .siipplicd ass€‘t.s to its siiljsidiaries in return for stcK'k 
valued at amounts ecjiial to the value of the ass«*ls. no (|uestion could 
l)c ruiscrd as to the reality of ownership of the assets In the subsi¬ 
diaries, Airex) would then have been in a |>osition eottiparuble, so 
far as ow'iirrship of the asM*ts of petitioners is conreriu*d, to that of 
the sole stockholder in Molinr Proprrik s. \VV think that it can make 
no diflerence that financing of the subsidiarii^s was carried ont by 
means of l)ook indebtedness in lieu of inereased lKM>k vahi<‘ ol the* 
subsidiaries’ st(K'k. A corjxiratioii must deri\e its fimds from three 
sources; capital conlribution.s. loans, and profit.s from o|K*rations. 
The fact that Airco, tin* sok' StfK'klmlder, preferred to siippls futuls 
to its subsidiaries primarily In the second method, rather than either 
of the other two, does not make the income c‘arm‘cl In* their iitili/a- 
tioti income to Airco. Wc need not decide whelluT tla- funds sup¬ 
plied to (K'tilioners hy Airco were capital contributions rather than 
kians. It is sufficient to sav that the verv factors which, as petitioners 
amtimd. sIkiw tliat Airco ‘'viipplied" and '‘fniTiished’’ their assets 
akscj indicate that petitiotiers wt’ie the rt^ipienls of capital ctmlribu- 
tions rath<*r than loans.' 

* Aj« a .1 I jMil <>♦ xUr .isv^ts <»t 

«nil oi fuofitx tri>m tlirn otkf't.itiom I'vrn e»o{ii»h pur< hased 

ctinvllv tHit f>l tlie »«t a ,sun>uit,ifv. tiir 4 ;iitiniit vitK<i».iwit wav 

ffitmil ill llir rtixou*»t> jKuaMf' hv th*- sMlwidiarv anrl iii thf atunirUs mrsNuhlr of 
Aitoi. »n)wtaiatdIK ,f1{ «>f thr unr, t>v t.tfrarart, |Kiy:il>U‘ 

Ottlv In tfu' (Mrrnl. 

‘ SuHr wrtv irujiutfra U> jMs all crnhls \vt\ snuill auKinnlv tn 

Aito> vear, a >Artii nlwumvK foi tlwtn t(* jwa tlir <uo)ttnK payabU* 

to Airv't*. . . Mr, C V'.. AtliunSi. Ca^airman oi Air Htxlm.;(inTi ( oriv^.'tatinii. trslifiitl 
tbaf tlir t>t tlir b\ tlw tonld !»»• 

rratt/«^l bv Airit) oiiK ujktiii thr vulysiiiurir». In wnriisi. «b«Tr was 

IM’'W am r'lpvtatfinn that the would Im' p,4JtI {wior to disftoliition. Sine*' im> 

iulorcvt ran on iIwm' afx ouut?*. t,!u '*K\inv’* wt rr identical, r^copt in Tumic, w ith conth- 
(Hitforiv fd capital. . . . “riw fatt lluit no mtcrrut ran on "loaiin*' is. of 

(itrtbt'r tmlu'atum tlal tlicv arc capital tot\lrilnjt:om. 

TrtJr to )5av cylinders usrd In irrliUotirrs, anuHintinn m valw to aUnit SKli.fKHytMlO. 
wa* rt^UtntsJ bv .Air(t>. but !h»' tsliiKtws w'orr njwf bv thr vultstidiaricji wUhixrt charjjr 
W'lwIlu'T thi^. Ua%. wrrt* capital iontnbntions wr fimi it iiniKvrsviur\ it,> doi,'»dr in 
Urn ca*r Ffcr u'*** iftr tybndii*r'i by {^rtitmiirrst, if tbrv weft* nuTrrb’ <>« loan, mav 
dlfilorlesil thr vtdwidutnrv' iiiconir tirS'imd IIm’ aHixalkm!* made b\ tlwr 
iniiCAionrr, but that probbrni is mk Itrbve itv. 
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Nor do the contracts bt^twcen Airco and petitioners by wliich the 
latter agre«*d to pay all proKts abov e a lunninal return to the foniMjr, 
on that accfiiint, l>ecome "agency ' contracts within the meaning of 
our decisions. Tlie Tax Court felt tliat the fact that Airco was entitUnl 
to the profits by <*onti*act show^s that the iucimw to Airco” 

and should not, for that rcasf)n, l>e taxed to petitioners. Our decisions 
requiiing that income l>c ta\e<l to those who earn it, despite atitici- 
patory agreements desigiu*d to pr<‘veijt vi'sting of the iiu^onu* in the 
earners, foreclose this r<\siilt. ... Of course one i»f the duties of a 
ojllectioii agent is to transniit the uioiiex he rec<*ives to his principal 
accor<ling to tlieir agreement. Hut the fact that jx^titioners were re- 
(juinnl bv coT»triict to turn over tlie monev received by them to 
Airco, after deducting iwp iises and nfiminal profits, is no sure indi¬ 
cation that th<*y wen* mere colleetitm agents. Such an agrf*emciit is 
eiitii<*l\ eonsistcMit with ihr corjx»ration-sole st(M‘kh(»lder it^lationship 
whether or not any agency exists, and w‘ith other relaliunships as 

W't'll. 

What we ha\e said dot's not foreclost’ a Irut' corporate agent or 
Inistee from haiKlItng the propeiiy and iiuornt* of its owTier-princi- 
piil witJuiot lit'iniz taxable thereft>r. VMiellier tin* coquiration operates 
in the name and for the account of thc' principal, binds the principal 
bv its actions, transmits monev receivt'd to tlie principal, and wh<?thcr 
receipt of income i,s attrilnilabh* to tht* st*rvic(‘.s of <‘mployet'S of the 
principal and to assets belonging t(» the |)rincipa! are some of the 
relt'vaiiC considt'ralirms in deftTiniiiing wirether a true agency exists. 
If the ct>rjH)rati(»n is a true agent, its relations with its principal must 
not Ih' dejKmdent n|K)n the fact that it is owned by the principal, if 
such is the ease. Its business purjKise must lu' the carrying on of the 
normal dutK^s id an agi'nt. 

Tfiey claim that thev sh<mld 1 k‘ taxal>liM)n net incoini* aggregating 
onlv $i,o50.(Kh despite the fact that during the tax vear {1M8) they 
owned assets worth nearly 20 niilhon drjliars. had net sales of ap- 
pruximulelv 22 million dollars, and earned nearly four and one-half 
million dollars ne^t. Tlieir emplovcr^s mnnlxT in the thousands. We 
have passt'd the questions whf'lbcr Atreo's interest in these* assets 
is that of owner of the snbsidiancs or lender, but w^hatever the an¬ 
swer, thev do not In^long to Airco as principal, Tlic entire eantings 
of petitioners, except for trifling amounts, are turned ovc^ to Airco 
not becau.se the latter could command this income if petitioners were 
owned by third {x*rsiom but iMfcaiisc? it owns and thus completely 
dominates the subsidiaries. Airco, for sufficient reasons of its own, 
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wished to avoid the burdens of principalship/ It cannot now escape 
the tax consecpiences of that choice, no matter how bona fide its 
motives or long standing its arrangements. When we referred to the 
'Visual incidents of an agency relationship** in the Moline Properties 
case, we meant Just that—not the identity of ownership and control 
disclosf^d by the facts of this case. 

We have ctmsidered the other arguments made by petitioners and 
find them to lx? without merit. Th€‘ judgment of the Court of Ap¬ 
peals i$ Affirmed. 


1. (!^n you suggest any way in which Aircc» could retain its present 
cor|H>rate organization hut have thc^ itKM>rne show as that of the 
parent-t'oinpany? 

2. Would the inc'otne tax rate and th«* excess profits tax ever influc*nce 
the <listribution tif profits among a |)ari‘ut-company and its sub¬ 
sidiaries? 

3. What coniinent wcmld you make as to the capital structure of the sub¬ 
sidiaries ill this atse for thi’ purjxis*' of the declartKl value exce.ss 
profits tax? Would this arrangement affect the total tax liability for the 
consol ida t ed com panics? 

4. From the (acts of the case does it appear that Airai sacrificed profits, 
ns regards the tax liability of showing all profits in tlie parent-company , 
for the purpose of attempting to <‘$tablish an agency relationship. l>x*s 
this nu^uii the company failed to maximi/e profits under existing legal 
frarnewtirk? 

'‘The two niHin pirjKjnsr* for th<’ adoption hv Aiu'o of thr o>q¥uutr Hiibsidiary 
mr4fw«l of njKfrtttion. a!<i hy Mr. F. E. Adan», Chairman nf Air HeciiKiioti 

OirporatUni, w’oie thmr ''FrunVIy, in 1018 and jslill, Air HctliuHirm. Iik’., was aral is a 
N>w Vork u)rpi.tnitiotv F\en at that early date it Invaim* e%'ident, as 1 already said, 
w'e were to hav<* plants 3W'atter<*<l all OM*r the I'nitetl States We didn't want 

to domicile the paremt etmipiinv in 48 stales of the Ciiion and liave us subject to 
M‘rvice tti all timse states, and that was distiiitrtly a re;i50ii for u.sin^ this corporate 
ioettjp in coruHX'tion with i)tH*fation9 to b«: run as divisums, just as the t.-iuitract set 
forth. 

"'Now', in addition to that, as a practical matter, out in the field and on llie firing 
line, tt> fiave a reproM^iktatice, an ometfr. wt will sa>', of Pure Carbonic, when trrmble 
arises with a eustomer. a vu^ pesident of 1*\irv UarUinic, who is not an officer of 
Air Hediu'iiort, Inc., at all. who goes in and strajghlem that out with that customer, 
incTeasi.^ his trndos, lielps him with all his negotiating efforts, with their eoinprtiton 
on the imtside.’* 

It is thus apparent that Airco was attem^ng to a\'oid the status of prindpal 
riM^vis its subsidtarii»i. As {uindpal it wtHild nave l>een subject to servier* of procress 

throngfi its ap^nls, as owner of the suhsidiAfy it wxs not.Tlie pirpose of hnvinjt 

officers of subsidiaries wlw could deal directly wUh mtomrrs does not indicate an 
agency rrUtioiuihip. On the ccaitrary, the very' nurpise of Uie organization adoped 
was to lead customers to beUex'e that they were dealmg with top men in the company 
actuafly manufacturing aiKl seOing the ptidiHts they' porcKam. 
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5. How would a dump in the tax brackets for a graduated corporate 
income tax affect the relationships between a iiaremt^ompany and 
its subsidiaries? 

Case \7/i-2. STASDABD OIL COMPASY OF CALlFOUmA et ai. v. 

VSITED STATES, U.S. 293 

Under contracts entered into by aji oil company with inde|xmdent 
dealers in petroleum products and aiitomoftilc act^t^ssories, the dealer 
agrt^ed to purchase? exclusively from the mnpany all of his rt^quire* 
merits of one or more of the poxlucls marketed by tin* company. In 
1947 the contracts affected a gross business of $58,000,(K)0, cornpris* 
ing 6J {>er cent of the total in a seven-state area in which the com¬ 
pany sold its products. Held: The contracts w't?re violative of Section 
3 of the Clav'ton Act, and the company was properly enjoined from 
enforcing or entering into them. 

Mn. )rs'rK:K FiiANKFTniTER: This is an appc?al to review a decree 
enjoining the Standard Oil Coiiipanv of (vulifomia and its w'holly- 
owiied snbsidiarv, Standard Stations, Inc.,* from enforcing or en¬ 
tering into exclu-sive supply <?oritracts with any independent dealer 
in |>etroleuin products and automobile acrcssoru*s. 

The Standard Oil Cximpany of California, a Delaw'are (oqxiration, 
owri.s petToleum-producing resources and refining plants in Cali- 
foniia and sells petroleum prtKluct.s in what has bt+en termed in thes<‘ 
prtKvtHiings the “Western area’*—Arizona, California, Idalio, \e 
vada, Oregon, Utah and Washington. It sells llirough it.s own serv¬ 
ice stations, and to industrial users. It is the largest seller of gas4>Iine 
in the area. In 1946 its C'ombinc'd sales amounted to 23 pCT crent of 
the total taxable gallonage sold there in that year: sales b)' company- 
owned servic'c stations constituted 6.8 pt?r C'ent of the total, sale.s 
under exclusive dealing contracts with independent service stations, 
6.7 per ctmt of the total; the remainder were sales to industrial us<?rs. 
Retail service-station sales by Standard s six leading competitors 
absorbed 42.5 per cent of the total taxable gallonage; the remaining 
retail sales were divided l>etw'eeii more than seventy small coin* 
panics. It is undisputed that Standard s major coinjxftitors employ 
similar exclusive dealing arrangements. In 194H only 1.6 per cent of 
retail outlets were knowi as “split-pump” stations, that is, sold tlie 
gasoline of more than one supi>lier. 

^Stundiud StAtkmis, Inc,, has on KtiiliM in pnx.'^cdtoM; siiic« 

1944 its activities have h««> ctmfinixd to numaging smiw fUtvjns ouimhI h> the 
Standard Oil Companv uf California. 
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Exclijsive supply contracts with Standard had been entered into, 
as of March 12, 1947, by the op^*rators of 5,937 iiide|)endent stations, 
or 16 [urr cent of the retail gasoline outlets in the Western area, 
which purchasixl from Standard in 1947. $57,646,2-13 worth of gaso- 
\iuv and $8,200,089.21 worth of other pnalncts. Some outlets are 
cov€*red l»y more than one contract so that in all alK>iit 8,(XX) ex¬ 
clusive supply contracts are here in issue. Tlu^se are of sev eral types 
but a features common to each is the* dealiT S undertaking to purchiise 
from Standard all liis re<pnreinents of one or more products, Two 
ty[>i*s, c'overing 2,777 outlets. Iniid the drain to purchase of Stand¬ 
ard all of his recpiirernents of ga.soIine and other |x^trol(Miin |)roducts 
a.s Wi ll as tires, tulws, and batterit^.s. The remainiiig written agree¬ 
ments, 4;lffS in luimbci, Iniu! the dealer to |)urchase of Standard all 
his re<|uirements of petrf)leuiri pirKliiets onlv. It was als<^ foiuKl that 
iiule[M’iident dealers had enl(‘red 742 oral contraels In whir h ihev 
agreed to sell only SluiuJarcrs ga.soliiH\ In some instances (hole rs 
who contracted to piirc ha.sr^ from Standard all their re(pnremcnts 
of tires, tubes, and batteries, had also orallv agreed to purcliasf' of 
Standard their re(|uinmients of other autonuibile aceessoi j(‘s. Of tlie 
written agreements, 2,712 were lor varying specified terms: th(' rest 
were effective from year t(» year but ternnnabh* ‘at the end of any 
such year, bv giving to the otlu*r at least 30 days prior thereto writ¬ 
ten notice. . . Before lfX34 Standard's sales (»f petroleum produets 
through iiKlependtmt servi(‘c stations were made pnrsuanl to agenev 
agm:inents, but in tlial year Standard adopted the first of its sev eral 
rt*(|iiirenientS'purehase contract forms, and In 193S re(|uirement.s 
contracts had wholly sinxTsedc*d the agency rnetlKKl of distribu¬ 
tion. 

BetwTcn 1936 and 1946 Standard’s sales of gasoline through inde- 
jHmdeut d(»alers remained at a practically constant proportion of the 
area’s total .sales; its sales of lubricating oil declinetl slightly during 
that periiHl from 6.2 per ct*nt to 5 pt'r cent of the total. Its propor¬ 
tionate sale.s of tires and batteries for H)46 w^re slightly higher than 
they wer(' in 1936. thougli somewhat lower than for some interv en¬ 
ing years; they have never, as to either of ihesi' products, exet^'ded 
2 |X'r ctmt of the total sales in the ^^'(*ste^l area. 

Sintv Section 3 of the Clayton Act was diiwted to prohibiting 
spi*tnfic practievs even though not covered by the broad tenm of 
the SluTinan Act, it is appmpriate to consider first whether the en- 
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joined contracts fall within the prohibition of the narrower Act. The 
relevant provisions of Section 3 are: 

“It shall be unlawful for any perMw rngajjed in cx>mmerc<% in the 
course of such cxmimercc^. to lea.w or make a or contract ft)r vale of 
goods, waix^h. merchandise, mathiiierv, supplies, or otlu'r comimKlitK^s, 
whether patented or unpalenttKl. for use. consumption, or resale within 
the United States , , . on the c'omlitioii. aureeiUiMit, or understanding 
tJiat the lessee <»r purchaser thereof shall not u.s(* or deal in the g(a>ds 
... of a comp'tilor or c’omjH^titors of the , . . seller, where the etlnl: 
of such l*‘a.se. sale, or contract fr)i .Side or such condition. agriH'inent. or 
understanding may la* to substantially lessen tvinipetilion or tend to 
create a rnonupolv in any line of coimm'rt'e.*^ 

ObviousK' the contracts here at issue would U* pit>scri!xHl if 
Sci'tion o st()j)pcd short of the qualifying claust* beginning, “where 
the idb'ct of such Ic‘asc, sale, or CfUitract for sale. . . If efft'ct is 
to b(» giveti that clause, howeser, it is b\ no means ol)\ ii)ns, in view' 
of Standard's niinority share of the “line of anninerce” involvitl, 
of the fact that share* has not r<*eentlv incre;tsed, and of the.' claims 
of these contrai ls to (Tonoinu* utilitv, that the cdfc‘ct of the contracts 
may be to lessen competition or tend to citrate a monopoly. It is the 
(jiialifying clause, tlmrcfore, which must be construed. 

Tire District (!onrt . . . concluded; “(Irant tliat. on a compara¬ 
tive basis, and jii relaticm to the entire trade in these* preKliicts in tire 
area, the re’straint i.s not integral. Admit also that control of di.stribii- 
tion results in le.s.sening of costs and tliat its abandonmc'nt might 
increase costs. . . . C'oricc*de further, that the arrangenri'rit w*as en¬ 
tered into in gcxrd faith, with the honest lM*li(‘f that control of distri- 
tnition and consequent concentration of re])i<*scntation were eco- 
noinicallv beneficial lo the indnstrs and to the public, that they have 
c*oritinned for ovf*r fiftetm sears op*nly, notoriouslv and unmolested 
by the Government, and have In'cn practiced by other major oil 
companies ct)mp?ting with Standard, that th<* nurnlrer of Standard 
outlets so controlled may have decTcased. and the quantity of prod¬ 
ucts supplied to them may have declined, on a c*ornj^rative basis. 
Nevertheless, as I read the latest case's of the Supreme Court, I am 
compelled to find the practices here invoK ed to 1 k’ violative of Ixjth 
statutes. For they affect injuriously a sizeable part of interstate 
commerce, or,—to ust* tlie c*urrc?nt phrase,—‘an appreciubkr seg¬ 
ment’ of interstate commerce.” 
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The issue before us, therefore, is whether the requirement of 
showing that the effcci; of the agreements *"may be to siibstantjally 
lesMLm competition" may Ikj met simply by proof that u substantial 
portion of commerce is affected or whethtT it must also be demon¬ 
strated that competitive activity has actually diminished or prob¬ 
ably will diminish. 

We are dealing here with a particular form of agretnnent sptfcified 
by Section 3 and not with different airangenients, by way of integra¬ 
tion or otherwise, that may tend to lesscrn competition. To interpret 
that section as requiring prcK>f that cfnnprtition has actually dimin¬ 
ished would make its very explicitness a means of cwiferring im- 
miinity njwn the practiars which it singles out. Omgress has au¬ 
thoritatively detemiint'd that tlmsi* prac tices are detrimental where 
their effect may b(‘ to lessen eoriipcHition. It has not left at large? for 
determination in each case the ultimate demands of tlie ‘"public 
mterest,"- . . 'Fhotigh it may lx* that siieh an alternative to the" 
present systinn as buying out independent dealers and making them 
de{x?ndent emplovws of Standard Stations. Inc., w'ould \yv a greater 
detriment to the public iiitere.vt than perpiHuation of the sy.s*tem, 
thi.s is an issue, likt* tlie choice lietween greater efficiency and fre^er 
c*onijieliliori, that has not Inxm submitted to <nir decision. We are 
fat'ed. not with a broadly phrased expression of general jx>licy, but 
merely a broiidly phrased qualific'ation of an otherwise narrowly 
directed statutory provision. 

In this (onnec tion it is .significant that the (|ualifying language w’as 
added only after a Hat prohibition of tving clausc^s and rcnjihrements 
contracts had passed Inith Houses of Congress. Tlie ainferees rc?- 
S|[xnisible for adding that language were at paiit.s, in answering prot¬ 
estations that the qualifying clause seriously weakened the section, 
to disclaim any intention seriously tc> augment the burden of proof 
to be sustained in establishing violation of it. It sc?ems hardly likely 
that, having with one hand set up an express prohibition against 
a practice thought to Ik* beyond the reach of the Sherman Act. 
Congress nwant. with the other hand, to rwstablish the necessity of 
meeting the same tests of detriment to the public interest as tliat 
Act had lieon inteq»retc?d as requiring. Yet the cx^niomic investiga¬ 
tion which appt^llarit would have us require is of the same broad 
sct>{)e as was adumbrated with reference to unreasonable restraints 
of trade in Chicago Board of I'mde v. United States, S46 U.S. 231. To 
insist vk\yim such an investigation would be to stultify the force of 
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Congress* declamtion that requirements cxmtracts are to be pro¬ 
hibited wherever their e0ect “*niay be“ to substantially lessen com¬ 
petition. If in fact it is economically desirable (or serv^ice stations to 
confine themselves to the sale of the petroleum products of a single 
supplier, they will continue to do so though not bound by contract 
and if in fact it is important to reUiil dealers to assure the supply of 
their requirements by obtaining the commitment of a single supplier 
to fulfill them, competition for their patronage should enable them 
to insist upon such an arrangement without binding them to refrain 
froni looking elsewhere. 

We conclude, tIien*fore, that the cjualifying clause* of Section 3 
is satisfied by proof that competition has bt^en forc?closcHl in a sub¬ 
stantial share of the line of comnierct? affected. It cannot be gainsaid 
that obser\*aiice by a dealer of his re<|uirements contract with Stand¬ 
ard d(H^s etf<‘ctivel\ foreclose whatever opportunity there might l>e 
for coirifH'ting suppliers io attract his j>atronage. and it is clear that 
the aff<X'tt*d proportion of retail sales of jK^troIeum pioducts i.s sulv 
stantial lii \icw of the widespread adoption of such contracts by 
Standard’s coinjH*titois and the availability of alternative ways of 
obtaining an assured market, evidence that c^mj>etitive activity has 
not actually divlined is incfjncUisivc. Standard's use of the contracts 
creates just such a {Xitentiul clog on competition as it was the pui- 
|K>se of Sc^ction 3 to remoxe wherever. wt*re it to bc'come actual, 
it would impede a substantial amount of competitive activity. . . . 
The judgment bedow is Affirffwd, 

Questions 

1. What alternative methtx! of distribution of Standards prcxlucrts would 
you nfwmmend in view of this decision? 

2. Is tluTC any dilfer<*nce in the nature of the cf>sts involvcxl in an agency 
methcxl of distribution as cfxnpart'd with the independent dealer? 

3. Is there any difference in the nature of the costs involved in the 
requirements contracts for indepuideiit deaJcTS as cx>m[Mired to that 
of company-owned stations? 

4. Is there any possible relationship Wtween the use of rcqjuirements 
contracts and total unit cost of produertion? Could the decision in this 
case have any possibk^ effect upon the price of petroleum products? 

5. Assuming that tlie Standard Oil Company of California was maxi¬ 
mizing profits under the requirements crmtract arrangement, will an 
alternative imdbod of distribution probably cost more or less than the 
present arrangement? hi hotb the tong and the sliort run? 
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6. If a decision is made to market through compaiiy*owiied service sta¬ 
tions, what kind of corporate orgaiuzation would you recommend? 
Whv? 


CW V///-.3 STANDARD OIL COMPANY v. 

FEDERAL TRADE COMMISSIOW 173 R 2i\ 210 

Minton, CuMt^rr JirixiE: The jN*titioner seeks to review a cease 
and desist ordtn* issued by tlu^ rcsjwndent ordering it to cease and 
desist from discrtniinating in the price of gasoline of the same grade 
and quality among its eustoiners in violation of Section 2(a) of the 
C^layton Act, as amended by the Robinson-Patman Price Discrimina¬ 
tion Act, 15 U.SXJ.A. Section 13- The C-omniission iisks the enforc-c- 
ment of its order 

The jK'tilioner contends that the order shonid not be enforced 
. . . the Commission treated as immaterial the* pelitioner’s 
conclusive showing that the discrimination made in price was in 
g<Kxl faith to meet an eijually low' price of a ef^nipttitor, which 
showing the |K^titioner asserts is a complete def(*nse . . , the peti¬ 
tioner contends that: 

‘^Paragraph 6 of the Modified Order direc ts Standard at its peril 
to prevent joblxTS to wliorn it sells gasoliiu* and who art* in cxHnpcv 
tition with Standard in the resale thereof from reselling to their 
retail dealers at price's less than Standard’s price to its own retail 
dealers; rcHpiin's Standard to police, maintain and n'gulate such 
compc'titors prices on gasoline', title to which passed Ui tlie johlxTS 
on delivery by Standard; and subjects Standard retroactively to 
pimishnu'ut fex contempt should a jobber-eoinix'titor fail to main> 
tain such resale price's/' 

Substantial e\ideiu'<' in this record shows the following facts as 
found by the Commission. The petitioner’s principal office and place 
of business is IcK'uted in Chicago, Illinois. It is engaged in the Inisi- 
nc’ss of refining and distributing gasoline and other petroleum prod¬ 
ucts throughout fourteen slates, principidlx' in the Middle West. The 
[X'titioner has a refiners at Wliitiiig, Indiana, to w^hich it supplies 
aude oil from fields legated in other states. One of the divisions in 
which it distributes its prtxlucts is known as the IVtroit Field, which 
embraces some thirteen counties in .southeni Michigan, including 
the city of I>:rtioit. Tlie l^elroit Area, as di5tingui.shed from the 
Detroit Field, is confined to the city of Detroit and its suburbs. The 
lX!tittoncr has no refinery in Michigan, and almost all the gasoline it 
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sells and distributes in the Detroit Field is transported by tankers 
from its refinery at Whiting through the Great Lakes to the peti¬ 
tioner s marine terminal at River Rouge, outside the city of Detroit* 
This tcrmiiml has a storage tank capacity erf sixty-three* million 
gallons. During the summer months, deliverings are made from 
\Miiting weekly and sometimes twice weekly. In the full, sufficient 
gasoline is delivered and .stored to take care of tlie estimated refjuiro 
merits during the winter months w^hen navigation on the (ireat Lakes 
is closed. 71ie anioiinl of gasoline used in Detroit is fairlv oon.stant 
and can hi* accurately estimated. During the years from 19:^ 
through 1940, the years here in que.stioiK the petitioner supptii*il 
16 to 17 per cent of all the giisoline in the Detroit Area. In addition 
to the* River Rouge tanks, tlie pelitiomM* o|H‘ratcil six hulk plants ifi 
the Detroit Area, Practically all of tin* gasoline sold in tlie Detroit 
Area passed through the River Rouge terminal, except that in some 
instances gas was delivered directly from W’hiling by truck and also 
by the same ineuns to commercial users. Dt*liverie.s were made from 
the River Rouge temiinal by tank cars and tank trucks up to F^^b- 
ruary 1, 1940. iuid tin*r<‘iilter bv trucks alone. The delivery trucks 
were ow'uecl and operated or leased and operulird bv the petitioner 
through its employees. 

The iMdilioncr sujrplied gasoline to approximately 'ViH retail 
service stations, approxiiiiatcK two hundred of which th<‘ petitioner 
ow7)ed and leased, and (‘ight of winch it l(‘asod and subleased. Ilie 
remaining 150 were iiidepMident operators who ow'uer or leased 
their stations from someone el.se. 11»e latter had agreements to 
purchase (heir entire requirernent.s of Standard Oil gasoline only 
from tJic pt^itioiKT. While the former had no .such agreement.s, they 
did not buy gasoline from aiivoiie except the petitioner. The delivery 
to the retail customers was known as “tank wagon deliverv'* and 
was made at a price fixed in (Chicago by the jK*titioner from time to 
time, known in the trader as the ‘posted tank-wagon price,*’ 

In addition, the petitioner supplied gasoline to four dealers in the 
Detroit Area, Citrin-Kolb Oil Company, Stikeman Oil Companv, 
Inc., Wayne Oil Q^mpany, and Nc»<l‘s Auto Supply Company, herc^- 
inafter sometimes referred to as Citrin, Stikeman, Wame. and Nerd’s. 
These customers were also known as wholesale customers. They had 
their ow'n storage tanks and tnicks for deliverx* ami met the credit 
qualifications of the petitioner. 

l>uring the time in question Citrin, Stikeimin, and Wayne sold a 
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subitantifll portion of their gasoline purchased from the petUiooer 
direct to the pttblic through retail service staticms owned and op* 
erated by them. Ned $ was engaged entirely in the retail sale of 
gasoline to the public through its own stations. To these last four 
custoniers, known, os we have pointed out, as the w^holesale cus¬ 
tomers, the petitioner has discriminated in price by selling its gaso¬ 
line to them for reiale at wholesale and tlmmgh their own retail 
stations at a price substantially tower than the prices charged retail 
purchasers in the Detroit Area for gasoline of the same grade and 
quality. The petitioners Red Crown gasoline, its largest s€>IIing 
brand and comprising about 90 j>er cent of its sales in the Detroit 
Area, was sold to thr>se four whoktsalers at IK cents a gallon lower 
than the prices charged by the petitioner hn the same gasoline to 
other retail dealers in the Detroit Area. 

Citrin, in addition to supplying its own stations which sold at 
retail, from January^ 1, 1938, to l>eceniter 31, 1940, sold one million 
gallons of gasoline aniuially to I.4aiiger and Cohn, who run a chain 
of service stations, at I cent a gallon less that the tank wagon price?, 
and in addition sold another retail service operator at K cent a 
gallon less than the tank wagon price. For a time Citrin also issued 
special service cards wliich entitled the liolder to a 2 cent a gallon 
discount on the pmchase of gasoline from one of the retail serviw 
stations operated by Citrin. 

There is no evidence that Wavme ever sold gasoline to retailers at 
a price kwer than the jKisted tank-wagon price charged by the peti¬ 
tioner to its dealer.s or that Wayme ever allowed any discounts. The 
same is true of Stikeman. 

s, however, sold at retail exclusively, and it has been its prac¬ 
tice since March 7, 1938, to sell to its customers beUw the pre¬ 
vailing retail service station price or to give premiums and discounts 
which result in a price IhjIow its posted price. 

A lower price at one service station than at another is an impor¬ 
tant factor in the purchasing public's mind, especially in the price 
of petitioner’s advertised brands. Any difference in price between 
two stations selling the same brand of gasoline is very imiM>rtant in 
influencing tlie business. The margin of profit between the tank 
wagon price to a service station and the retail prices is small, averag¬ 
ing since NovemWr 1,1939, about 3.3 cents a gallon in the Detroit 
Area. 

In 1937 Ned's was selling the petitioners Red Crown gasedine to 
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the public at appnutmately 2 cNents a gallon bellow the pn^vailing 
retail scn ice Citation pritT, which contiriiicil with \ ariations until the 
latter part of 1939. lii 1939 and 1940, w hen Ned’s |>osttHj price was 
the prevailing retail pricre. it ga\e preiniiiins and discounts under 
co\er. It has from time to time giNen cofiimercial discounts of 1 to 
2 cents a gallon off the jiosted tank-wagon price. In 19)9, Ned’s 
alst) issued trading stamps witli a value of 2 cents a gallon, wliich 
were redeemable in merchandise or gasolint' at \(*d’s stoit*s. Price 
cutting at Ned’s stores has Ihvii almost continuous, and this com¬ 
pany has lH*en it sponsible for starting most oi the retail price cutting 
in major brand gasoliiu's in Detroit ONer a period of se\eial wars. 
This practice <»f Ned’s has caused substantial damage to other retail 
ser\ ice station operators selling the petitioner's Red (’rowTi gasoline 
and also tr) retail s(‘r\ ict* station operators st lliug other brands of 
gasoline. 

TIu* price dist riminations granted to Ned’s, Citrin, \Va\ne. and 
Stikeman on gasoline sold 1)\ them at retail Iwve given a substantial 
cornpetrtise ad\ tUitagt* to these favored deah'is in their retail opera¬ 
tions (HIT ollu r retailers of gasoline, including retail customers of 
the pclitionei . This coin|K*titi\e advantage is capable of being iist*d 
and has b(*en listed In Ned s and to some extent by (atrin to 
divert large amounts of business from other gasoline* rc*tailers. in¬ 
cluding customers of the [K*titioner. w'ith resultant injury to them 
and to their abilitv to contimu* in Inisiiiess and sncc'crs.sftilly (XJinjn'te 
with Ned s and (atrin in tlu* retailing of gasoline. The effect of tlie.ve 
discriminations in price allowa*d by the petitioner to Ned’s, (atrin, 
VVavne. and Stikeman has Ihm'u and max In* substantially to lessen 
com|H'tltion and to injure, destroy, and po viiit eotji|M4itiot} with 
t*aeh of these four dealers and with tlieir res|M-cti\«‘ eustomers in 
the retail sale of gasoline. 

There is substantial evidence in this re*cord, and we tliink it may 
Ik* assumed to he conclirsive, to the effec^t that the [K'titioner made 
its low price to Ned's, Citrin. M’aviie, and Stikeman in gcKKl faith to 
nuH?t the lower price of a tx.inipetilor. The |)etitioiier failed to show 
tliat the discriminatorv price* which it made llu^e four dealers W’as 
justific^d on the basis of any cost ,savings. 

Tlie showing made here by the jKTtilioner that it made the low^er 
price in gfKxl faith to niet»t competition, we assume as the Commis¬ 
sion apparentlv did, w'as inad<* out. Tlie effect of it w*as to rebut the 
prima facie ca.se made In the Commission's proof of the pc^titioner s 
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discrimiiuitory prices. If notbing fnrthcr appeared fin this record^ the 
case might well have ended there. The reason for making the dis¬ 
crimination was effective to rebut the prima fade case in price dis¬ 
crimination. but it still remained a discrimination, and that discrimi¬ 
nation affected ct>mpetition on the retail level among the retail 
customers of the wholesalers to whom tlic petitioner has sold. The 
discririunation in price in fa\or of the parties in this case, which 
tlie petitioner had a right to make as against its competitors, was 
then used by the p<*titioner"s customers to work havoc among com¬ 
petitors on the retail level. The petitioner had given a club to its 
wholesalers which they pa.ssed on to their retailers to bludgeon their 
(?omp<^tttors. Tins is what the* Commission is trying to stop, and it is 
towards the elimination of this e\i) that the cease and desist order 
is directed. 

The (Commission here c'faisidend the other evidence as to the 
effect on txnnp'lition of tliis ctaitiiming cliscrirnination and found, 
and it was justified in finding, that the discrimination not only may 
but did affect comjK'tition. 'rherc is substantial evidence in this r(*c- 
ord that the jx^titioner'vS favore<l wholesalers were in a jX)sition to 
do and did do injury to competition. Where as here the discrimina¬ 
tion is bc'lwt^m purchasers who are in competition, and the exanpeti- 
tion which is alleged and proved to be injured is among the* retail 
customers of the favorcxl purchasi»rs and other retailers, the fact that 
the seller s discriminalorv’ price was made to meet his own competi¬ 
tion is not controlling. The discrimination amtinued here and its 
effect was direct and harmful to cxmijx^titioii and was properly am- 
deinned by tlu* Commissioirs order, notwithstarnling the petitioner s 
discrimination in price was made in good faith to meet com|x*tition 
of its own. 

We agree w^ith the (Commission that tb<‘ showing of the petitioner 
that it made the discriminatory prux* in good faith to meet coraprti- 
tioii is not c'ontrulling in view' of the very .substantial ex idence that 
its discrimiimtion was used to affect and le.v,sen competition at the 
retail level. 

The [Xtitioner obj<Tts to Paragraph 6 of the cease and desist 
order. This paragraph reads as follows; 

"‘6. By .selling such gasoline to any joblier or w^holesaler at a price 
lower than the price which Tes{XHident charges its retailer-customers 
who in fact compete in the sale and distribution of such gasoline 
with the retailer-ciistomers of such joblx»rs or wholesalers, where 
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snch joblwr or wholesaler n»selk such gasoline to anv of its said 
retailer-customers at less than respondent s |X)SltHl tank-wagon prit'e 
or directly or indirc^ctly grants to any such retailer-customer ;uiy 
dtseoiiiUs, rebates, allowances, sersitvs or facilitic\s having the net 
effect of a reduction in price to iht* retailer/' 

I'his paragraph is intended to elintinate the cibrcls t)f the discrimi¬ 
nator) pritx* made to these enstonicrs. Citrin. Wax ne, and StikeinaiK 
w ho do a w hi)Iesale business, lo a\oid tlu‘ force of this paragraph, 
tlie petitioner may do one of tw'O things. Fir.sl, disct)ntiiiue selling 
to w'lM)lesal<^rs at a price diffcTc^nt than tliat made to retailers. The 
jietitioiiei’s three Iarg<‘st eompetitois in Detnat haxr found it agrfxv 
able to do so. The |x*titionei argues that this is an I'liniination of 
w holt'salers. If lliis !m’ true, it is elimination onlv w’here their exist- 
eiie<’ cannot lu* justified except on th(‘ exploitation of a dilfonMitial 
in priee not ju.stifi<‘(i !)\ ans cost sa\i!igs to ohlain that jnic'e. Thi.s 
(Iocs not impress us as (‘itlM^r illegal, nnwarianted, or unjust. 

Second!), the petitioner max under the right to elnwxse its cus¬ 
tomers r('fns(' to s('ll to w hoh'sah'i's who sell to retailers helow th(» 
price th(' petitioner niakt s to its oxvii retailms. ‘Hie p<*titioner doe.s 
not havt' to make price control agreements w ith anyon(\ It has only 
to govern its own ( ondnet to axoid the iinpaf t of an unlawiiil dis¬ 
crimination. Tt» goxern its conduct, the order makes the jx^titioner 
(leal with its xx h(»l(‘salers at its peril as to what they might do wath 
the gasoline in the future. The |X'tition(a Juis no etintrol and can hax e 
no control over tin* pric(‘ of iIm' gastjliia' uftc'r it is sold t*) the whole¬ 
salers. The latt(‘r max put anv prici* on it tlu v may eh(KKSc. Thtw 
max give it awMx if thex lik«'. The jx*titioiu:*r should not Ik* r(‘i|uired 
to police its xvlnrlesalers and to sell to them at llie petitioner’s peril. 
'Hie petitioner should Ih* liable if its sells to a wholesaler it knows or 
ought to liaxi* known is ( iigagiug in oi intends to engage in the (Xini- 
p<*titive practices condemned l>y this' prcKceding. Under the order 
as drawn, the petitioner wraild l>e liable if afterwards the w^hole.saIer 
should resell at a prict? 1ow*(t than the p>titiom*r charged its retailers. 
If the jK'titioner is to l»e hailed into t-onrt for a violation of the (!k)in- 
rnt.ssion's order, the pTitioner must 1 k^ guilty of knowingly cbor>sing 
a customer wiio is using nr intends to use it.s price advantage to 
undersell the pTitioner in its pricx^ made to it.s retailers. 

We would m<Hlif)' Paragraph 6 to read as follows: 

"By selling such ga.solim* to any j(.)bl)ier or w'holesaler at a price 
lower tlian the price which respondent charges its retailer-customers 
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who in fact compete in the sale and distribution of such gasohne 
with the retailcr-ciistoiners of such jobbers or wholesalers, where 
such jobber or wliolesaler, to the knowledge of tiic respondent or 
under such circumstances as are reasonably calculated to impute 
knowledge to the respon<lent. resells such gasoline or intends to re¬ 
sell the same to any of its said retailer-customers at less than re¬ 
spondent s posted tank-wagon price or directly or indirectly grants 
to any such retailer-customer any discounts, rf?bates. allowances, 
services or facilities having the net efhxt of a reduction in price to 
the retailer*'' 

TIm) order as modified will l>e enforced, and judgment thereon will 
be entered accordingly. 


Questions 

1. Would yon recommend that Standard Oil Ciiompany follow one of the 
alternatives Miggcsted by the c*<»iirt? Which? Why? 

2* If the first altc*rnative is followed and the result is a substantial decline 
in the company's volume of business in the Detroit area, w(Hild you 
rcfcommend u rediietifm in the posted tartkAvagon price, and thus the 
retail pric‘<*, in an eifort to reetwer the !(»st portion of the market? Wliy? 

3. If the second alternative is foltowcil, what probable tdlects will this 
have upon the sales of the t'otnpany? 

4. Would you TtHX)minend that Standard Oil Coinpiny accniire the n*tail 
service stations of NfxVs and C'itrin's as a mrihcHl of eliminating this 
pn>blem of price dist-rimimition? What w'ould this involve in tlu> 
nature of costs? 

5. Can you sugge^st any methods, other tlian the alternative tm^ntioned, 
to overcome’ this problem, in view' of the ilecivion rendered? 

Case VUl-4: McLOCULlN HARDWARE COMPASY 

In 1850, th<* {>artncrship of McLochlin and NfcLwhlin was formed 
to engage in the retail hardware business. In 1891 llie company was 
reorganized into a coqxjration known as the \fcl>x.blin Hardware 
Company, Inc., with a capital stock of $50,000. In 19-17 there were 
21,000 shares of stcKk outstanding, valued at $210,(XX). Tlie owner¬ 
ship of these share^i w-as divided ccjually among Philip Mcl^ldin, 
Michael McLochUn, and Mrs. James Wheeler, thf! great-grandsons 
and great-granddaughter, respectively, of one of the founders. At 
the time of incor{)oration the company erected a building on the 
main street of a growing city in northern Illinois, alxmt one hundred 
miles from Chicago. Al^ut the beginning of the present century the 
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company expanded into wlK>lesale operations. This move was pc* 
casioned chiefiy by the increased demand for builders* and heavy 
hardware as the community grc^w in population and as a small Uh 
dnstrial center. The early wholesale customers of the company were 
primarily building contractors, but, by 1947, the company had two 
salesmen covering about eighteen counties in iiortbem Illinois, with 
the exception of the city of Chicago. Tlie company s largest com¬ 
petitor for many years had been the finn of Hibbard, Spencer, and 
Bartlett, of Chicago. Outside the city of Chicago the McLochUn 
Hardware Company coiifn>etecl directly with Hihh«ird, Spencer, and 
Bartlett. Tlu* wholesale price jwlicv of the McI.ochlin Hardware 
Coinpan>' was to follow the prices li.sted by tliis largest of compete 
tors. To some extent the pricH‘s were set for l>oth f>y the manufactur¬ 
ers under the resale prict‘-rnatntenaTice laws. The w'holesale opera¬ 
tions of the McLueldin Hardw are Company in 1946 were distributed 
among luivers as foUow'S: 55 per cent to industrial users, 38 per c^mt 
to retail hardware outlets, and 7 per exmt to miscellaneous typc?s of 
buyers. 

By 1928 the volume of wiiole.sale business exmxled retail sales, 
as is shown in Exhibit 1. Both wholesale and retail operations were 
earrii'd on in the building owned by the corporation. This building 
was a four-story structure of brk’k, locat(’d, as stated above, on the 
main str<?et of the city in the heart of the retail are^i. On the first 
floor was the .sales nwm, where lK)th wholesale and retail transac¬ 
tions were carried out. The rear of the first fltxir was used for a 
shipping nx)m. The si*<x>nd floor w'as used as additional display space, 
offices, and some storage. The third and fourth floors were used fcff 
.storage exclusively. The company carried a fairly complete line of 
automotive supplies, Inalders hardware, electrical supplies, indus¬ 
trial supplies, hoiiswdiold e^iuipmcmt, paints and sujypltes, plumbing 
and beating supplies, and tools of various kind.s. Tlie location of the 

ExhibH I 

SALES, BY DIVISIONS. OF THE McLOCHLIN lUKDWARE (X)MPANY 
EOH SELECrKI> YKAIIH 

\tmr HffUii i j Xmr I j WlnkUMilt 

1923 t 349,911.00 if .'*27,040.00 ! 1038 It 241,302.00 if Wl,1.31.00 

1928 502.482.00 832.221.00 l 194.3 J 3324MI).a0 \ 908,712.00 

J933 170,750.00 l 447,407.00 ! 1940 i 874,009.00 I 2319,140.00 

1937 2»1.389.no < 946,544.00 i j ! 
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building was aixnit three-fourths of a mile from the nearest railroad 
siding* and the truck loading platform in the rear could accommo¬ 
date only trucks of small capacity. The cost of haiKlling gcxKls, in¬ 
cluding costs of sliipments to retailers and industrial users, had risen 
rather sharply since 1940. 

In 1947 the Tederal Trade Commission issued a complaint against 
the company, accusing it of violation of St'clioii 2(a) of the Cla\ ton 
Act as arnended l)y the Bohinsou-Patman Piia* Discrimination Act. 
It was [Kiinted out that under the Hohiusnn-Palman Act a single 
cor{K)ratioti could not carry on lM)th u iKilc^sale and retail oix/rations. 
It was chiirged that the company soltl merchandise of the same 
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quantity and quality to diHereiil buyers at dillerenl prices, some 
being charged the wholesale* price and (Uliers tlie retail price*. <le- 
IHnuUng upon the elassilieaiton placed upon tlio purchase r In the 
c'ompanv at llie time of sale. From lime to time the tompanv Iiad 
reaMvecI complaints from customers about price* diHVrenlials. but 
no effort had been made to answer them. l'[X)ri re'coinmendation of 
its attorney, the t'ompanv did luit contest the charge and entere‘d 
into a stipulation t<i diseontiinie llie price discrimination as charged. 

As a result of this decision, the c«>mpan\ fact‘d several possible 
altcriiutives. First, the company could abandon cillier the wholesale 
or the retail operations and concentrate iipm one of them. St'amd. 
it could separate the tsvo di\ Lsions into separate Cf^rporations and 
use separate physical locations, Third, it could sc^parate the two 
divisions into separate coqx)rations aiul remain in the present facili¬ 
ties. 

There was disagretnnent among the owners, who wen* iilso the 
directors of the CM)rporati<m, as to which c^oiirse should l>e followed. 
Mr. Philip McluOchlin favorcH.) the abandonment of the n.*tail division 
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aiul the eoncTiitriitioii on wliolesalo npfTations in the present loca¬ 
tion. He (►hjcctocl to iht' proposal of Mr. Mtdiacl McLcH;hIin that 
they purchase or erect a huilditig and move the wholesale operations 
to a new hx^ation, retaining the present location (or retail o[x^ralioitK, 
Mr. Philip McLochlin claiiVK^d that tlie <'or|)oration could not afford 
to purchase or ereti a new building hut that, if retail operations 
were abanchmed, there would Ix' .suiiicieiit room in the present loca¬ 
tion to carry on w holesale operations. To this Mr Michael Mclxx'b- 
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lin ol)jeeted that the presimt bcatioi) was iK>t siiitahle for wholesale 
0 {x^ratic>ns because it was located in the retail district, an area of 
expensive real estate and high taxes. He believed that if the whole¬ 
sale divisicm were located In a less expensive area the costs of opera¬ 
tion would be reduced. Mrs, James VVhi^eler, sistc^r of the McLochlin 
Inrothers, stated that she saw no reason w'liy anything need be 
changcnl other than the inrxjrpfiration of the two division.s. 

n»c cost of erection of a building with 100,(XK) square feet of 
floor space, the area deemed necessarx^ by Mr. Michael Mcl^hlin, 
was estimated at approximately $250,(KX), Including the land. There 
were available alxiut four atTe.s of land, one mile from tlie center 
of town, which contained one brick building and two frame struct 
lures with a combined fliKir space of approxiinalely 9().(XX) square 
fi*et. Tliese l»uildirig.s had formerly housed a rnacliine sho[) which 
was creeled during the recemt war and was now owned !)y the 
goveriunenl. "niis location eontaiiKn;! two railroad sidings and a 
large tnick bading platform wliich wnuld acronuncxlate the largest 
bucks. This property was available for approximately $18(),0(K). The 
neex^ssary repairs and alterations w'ould cost an additional $.50,(XX), 
Exhibit 2 (p. 570) shows net earnings of the company for selected 
years. Exhibit 3 (p. 571 ) pre.sents the balance slu*<"t as of December 
31,1»46. 

(JcrsTio.ss 

1. What action would you rorornniciKl to the coinpiny? W'hv? 

2. If you rcTOinmeml the M*ci»nd alternative, how would you iiiiiincc tlie 
new projH’rty? Givi* your reasons. 

3. Wlwit problems would U' involved if the third possibility were 
adopted? 

4. What are the |K)ssihlo effects upon the wsts, profits, and revenues of 
the firm as a rt*sult of the decision to cease further price discrimina¬ 
tion? 

5. If the second n!teriiativ<’ is followed, what will hv the probable effect 
upon total unit cost of each division, i.e.. wholesale anci retail. Would 
an increase in sales for iNich of the diiisioris aUe\iate this .situatioii? 
In s*iew of tfie price policy of the firm, how would you suggest that 
inacased sales be souglit? 

Case VIIIS: hUD SOVW PRODUCTS CORPORATIOS 

In 1901 the Mid-South WTiolesale Grocery^ Company virjs formed 
by the merger of two small wlmlesale firms. The company acted as 
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a wholesale firm only until the first World Wan at which time it 
acquired a small fish-^packiiig plant in New Orleans, Louisiana. 
Sbortl)^ after the war a small company in Texas which milled flour 
and processed dry cereals was purcimsed. In 1923 the firm was reor« 
ganixed into the Mid-South ftodiicts Cyoqxnration with the main 
and warehouse in Memphis, Tennessee. A subsidiary corpora¬ 
tion, wholly ownt^d, was organized to handle all food manufacturing 
and prcKXissing. In 1926 the computiy purehastd a commission house 
dealing in fresh fruits and produc‘t\ Another whoHy-owntd subsidi¬ 
ary was organized to direct thLs division. The parent-company con- 
c'l'iitratiHl its efforts ufKin the distiibution of tliese various pndiicts 
to Inokers, wholesalers, retailers, and other manufacturing firms, 
such as bakers, ctinfectioiiers, and sjH^cially fo(Kl pnK'essors. 

Among the products handled by the c'oinpany were {>ecan$, which 
were sold ly)th in the shell and as shelled keinels. Pecans were pur¬ 
chased from individual growers by tlie ctnninis^ion division, trans¬ 
ferred for shelling and packaging to the manufacturing dixision, 
which tunu‘d them over to the parent-compjuiv for distribution. 
About 90 pe^r cent of all nuts handled were shelled. Shipments were 
made from the home office and also direct from the processing plants, 
as described 1k*1ow. Purchasers of j>ecaris wt*re l<x*ated in various 
parts of the United Stale.s. The company had no retail outlets of its 
OW71. Pecrans were proa^sved arid packagc*tl for sex eral grocery chains 
under their res[X‘ctive labels as xvell as under the brand name of the 
Mid-South PnxUicts OorjKjration. 

Prior to 1932 the cxmipany had purchased pecans in tire sheD 
through its commission division and rf'sc>ld al><>iit 60 jK*r cent of them 
without further pnKTssing. Those that xvere pnxessed were shipped 
by tnick or train from the chief groxxing areas in southern Missis¬ 
sippi, northeni and central Florida, Gewgia, and eastern and south¬ 
ern Texas. Pnjcessing xx as done by hfind except that shells were 
cracked by band-operated machines. Siiici? highest prices were 
obtained for whole kernels, effort,s were made to crack the shells 
without damaging the kernel. Kernels which were broken were sold 
ungraded, primarily to f>akers and confcxrtioners. Hand-processing 
xx-^as a very high-cost operation, but, up to 1932, the price had been 
high enough to coxier this high labor ct>st and shoxv a profit. 

In 1932, however, tlie price of shelkxl jx-cans dropped sharply in 
relation to costs of processing. Although labor was relatively ctieap 
in Memphis at the time, the prevailing wage xxas still such that the 
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company could barely cover variable costs in the proct^ssing of 
pecans. On a total cost basis the operations wc^re carried on at a loss 
for the years 1931 and 19^32. In an effort to cut costs, the company 
dtfcided to decentralize the prtic'c,*ssing op<*rations, It was obser\ed 
that the wage in smaller towns and villages in the South were 
lower than in Memphis. As a result of several investigations, the 
company moved its jK'caii processing to thr<*e different locations— 
one in Quitman, Cif-orgia; another in Oroc^lcett, Texas: and the third 
in Picayune, Mississippi. All locations were in pecan-growing areas, 
und all wTie towns of a few thousand [>opulati(»n. In tlic.sc small 
towns it was possible to scenic a considerable amount of part-time 
IalH>r at very low wages. In Picas unc, Mississippi, lor example, all 
the employees wt‘r(‘ womc*ii who worked as doiiuvslic s part of each 
day and could be secured for 29 etMits [ht hour for three to lorn 
hours each afternoon to shell and clean ptrans. U'hile the rate ol 
turnover was high, the nalnre ol the labor was unskilled, so that this 
factor w*a.s not serious. About 30(» part-tinn* workers were used in 
this plant for six or seven riionllis each year. 

Since [H?cans are harsested in the aiitmrm season within a period 
of about tw'o months, they must be stori‘d in \viireh<»nses and with¬ 
drawn as needed. Prior to deeentrali/ation of operations, this neces¬ 
sitated the U.SC of expensise xvarehoiiM* .spat t* in Memphis, until tht' 
nuts \v(*ie pr(Hrssed and again stored. Since suhstantialh l(‘ss space 
is required to store the .shelled kernels, tlu re w as considerable pres- 
.sure upm the manufaetinmg division to process the [)4‘ean stocks 
as rapidly as p(>ssihl(\ 1‘Veqnentlv it was in'cessan to emplov over¬ 
time to hasten the processing. In the new lot ations llie (‘ompan\ was 
able to acquire satisfaetorv e.xisling stnu'tuies lor storing the newK’ 
harvested pecans whicli were les.s expensive than the iirhan location 
in Nh'inphis. In addition, the in»l freight charges were less on shelled 
|K*t'aiis, plus llu‘ fact that the shells were more easily di5}>osed of in 
the rural Un^Uions. In the lattiT places tlie puK-essing could be 
spread over a much longer pTiod of time. Pecans witc shclh'd and 
$hi]q>ed in 513-pomid conlainei's to the main plant in Memphis, where 
they were graded and repacktHl for distribution. 

'rhis dec(mtraliz;rtiou |X‘rmittt?d tlie company to show a profit on 
a total ct>sl !>asis. In HJt3;3 the company proct'ssed approximately 
16,990 p)UTuLs of shelled preans at a net profit of 21 mits per pound. 
By 1937 tlie company was pri>ct?ssing al>ont 24,0(K) pninds of shelled 
pecans amiualty at u profit of 29 cents jx'r pnmd. The largest item 
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of cost in the processing was la)K>r. A gO(»d worker cxhiIcI shell alnnit 
Hi pounds of wlude kernels per hour and alxMit % p>und of broken 
kernels. In view of hand operations* the rate of broken kernels was 
not considered Uk) high. 

In 1938 the President of the United States signed the F'air l^dxn* 
Standards Act, which reqiiirt'd, among other things, a niiniinnin 
wage of 40 cents per hour for lafwir ongagt^d in or affecting interstate 
t\>ininerce. In addition, iht* act contained pro\ isions for paymeut of 
overtime in excess of 40 luairs pi‘r wt^'k. Upon rec^aiiTnendation of 
legal counsel, the company dt'cided to complN \Nith the pro\ isions 
of the act. In the jK‘caii-pnK‘essing operations this would recjuire a 
wage increase in exerss of 100 p< i ce nt. 

C/oincident w illi the jiassage of this act there was a sliarp decline in 
economic jicti\ ity and pric es, (^)npled wi!h an nnustially large wal¬ 
nut and almond croj) in Calitornia, (he prici* of pecans declijied so 
tJiat tlu‘ protit [)cr j3oiJiul decreased to 4 ciMils. The price of pe(*ans 
tends to conform in movement to the prices of nuts which are fairlv 
good snhstitntes, Mich as walmits. almonds, casliews, ikay:il nuts, etc. 
The Mid-Sotith Products (iorporation dislrifuited all kinds of nuts 
but processed and pacl;ag<Hl none oth<T than pecans. 

1 lit* e,\c('Uti\ (‘ coniiinlU‘<* called a meeting of the )K)ard of dirt*ctors 
to consitlcr thi^ status ol tlu‘ pecan-processing opcralirms. To pay (he 
rec|nired minimum wages and oxeifime would involve the eompanv 
in a snlistantial loss at th<* tvxisting market pric(»s of sladled p«Tans. 
'I'hen* was divided sentiment among the directors as to what should 

done. One .snggesliou w as to abandrni (he jHTan hnsine.ss entirelv. 
since it con.slilntc‘<i such a small part of the husim ss. although it was 
growing in size. Another was to deal only in j)ecans in the .shell. Om» 
director siiggi^sted raising tlie jxice to cr>ver llu* new labor costs. 

Early in 1937 the v ke-president of the ((nnpanv liad investigated 
(lie possibilities of mechanical prcKcssing of pr^cans. There was little 
standard c(|nipfneiit available whieh the company did not alreaclv 
possffss. Howev er, a large eastc'ni cdectrical marinfacluring company 
had drawn up* at the request of the viee-piesidt^nt, plans for a ma¬ 
chine which would crack, shell grade, and package pecans in con¬ 
tainers of various .sizes. It was design<*d to o|)CTale by means of a 
batterv- of electric "eycjs." Since the nuichinc wiu a specially de¬ 
signed affair and many parts would have to lx? made by hand, it 
was estimated to cost approximately S33,(X)0, It would, however, 
have a capacity of 10,(XM) p>imds of shelled pc^cans pc.‘r W'cjek and 
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wcntid require two highly !ikiUed operators in addition to several 
lalK>rers to close the ccnitainers as they were filled* The cost of con¬ 
structing a machine of half that capacity was estimated to l)e only 
$2,(XX) less. The idea was rejected at the time l>ecause of the high 
cost, llie cost accounting department had calculated that, with 
tluf current volume of operations, the installation of such a machine 
in any one of the three Icx^ations would result in a cost per pound 
higiter than that incurreil by hand optnations. 

The Mid-South Products C'oqxiration competed with five other 
similar hx>d processing and distributing companies in the sale of 
shelled [x*cans. Two i)f these companies were much larger than the 
Mid-South Company. In addition, there were numerous smaller 
companies who also sold small quantities of sludled |>ecan.s. The.se 
ctmipanies “fanned out*’ their .shelling operations to individuals who 
performed the work in their homes. ITic Mid-South Company had 
exixirimented with this method at one time but had found it unsatis¬ 
factory for large-scale operations* The vice-prc\sitU*nt of the company 
had discus,sed the Uilxjr prol>!ein occasioned by the new law’ with 
three of his larger cHmipr-iitors and found that they faced the same 
problem. The two larger cornjxHitors each sold about 40,(XK) pounds 
of shelled [xx^ans annually, wiiile the third sold about the same vol¬ 
ume as the Mid-South ('ouipany. 

The cost accounting dixisxin of the Mid-South Company reported 
in J9iJ8 that, if a volume of 75,000 pounds of shelltHl pecans could 
lx sold annually, the company could reihiix labor costs to approxi¬ 
mately 8 ct?nts per {x>und for the entire jkxuti nprxalions if the ma¬ 
chine were* purtiuis«xl. lliis included amorti/uition of the purchase 
prici% a spixial Initiding to house* the equipment, and wages of the 
skilled operators. At the pric*e of pecans in Ift'iS, this would produce 
a profit of almut 16 exmts jxx (xniud on a total cost basis. 

1. Wfiat action w'ould you recommend for the nuniyany? State your 
reasons. 

2. If the nuichine were purchased, wliat considerations would affect your 
choice of its Uxation? 

3. If the machine were purchaserl, should the Ixnk value of the three 
esisting prcK:x\ssing plants b<' added to the c'o.st of the machine? 

4. I>oi?s this cast* introduce any relationship between size of market and 
unit cost? Explain. 
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